APPENDIX F

TAX OPINIONS AND ADVICE RE:
CONSERVATION EASEMENTS AND
CONSERVATION BUYER TRANSACTIONS
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)2/16/99 TUE. 17:39 FAX 703 841 8798 THE NATURE CONSERVANCY

,. )

Deloitte &
_Touche uip )

: ’ Suite 500 Telephane: (202} 879-5600
A 5B5 12th Swaat, Ny Facsimife: (202) 8795308
Washington, D.C. 20004-1 207 ‘ ’

December 14, 1993 - o ) {

Mr. Michael Dennis, Esq,
General Counsel

The Nature Conservancy
4545 North Fairfax Drive
Suite 100

Arlington, VA 22203-1606

Dear Mr. Depnis:

In rendering this opinion, we have (with, Your permission) reviewed and relied upon, among other things: .
a) The facts, representations, and assumptions summarized below; and
b) Y;mr letters to ug dated September 8, 1998, and the exhibits therein; and »_
€) Representations from Morrison & Hecker, LLP, legal counsel, dated December 10, 19_98.

FACTS AS REPRESENTED TO US
The San Rafael Cattle Company, Ing, (SRCC) is ciirently a Subghapter C corporation for federal and state
ncome tax purposes. The Nagure Conservancy, which is Tecognized asa tax-exempt organization under

§501(c)(3), desires to purchase the stock of this ¢orporation, and convest the corporation to.an IRC §501(¢)(2)

title holding company for the Parposes of preserving the natural beauty of the land and surrounding San Rafael
Valley in Arizona, . . : A

You Kave represented to us that The Nature Conservancy will nat incur any indebtedness with regard o the
purchase of the stock of SRCC, that SRCC does not haye amy debt that will constitute “acquisition indebtedness”
withid the meaning of [RC §514(¢), and that SRCC daes not carry on any activities that wonld give rise to
unrelated business taxable inconie a3 defined imder IRC §512,

In addition, The Nature Conservancy is currently negotiating with the State of Arizona for the sale of an easement
on rcal property that js held by SRCC, '

ISSUES

1. Will the conversion of SRCC to a tax-exempt organization be subject to tax?

[P ——
Tohmatsu
: ﬂtgrnationd
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: ' 003
02/16/98 TUE 17:39 FAX 703 841 8796 " THE NATURE CONSERVANCY -
) ) ' ’ . ) .

ﬁecmber 14, 1998
Mr. Michael Dennjs, Esq.
Page 2 :

2 wil the income earned by the SRCC, mcludmgmyfuture sale'ofasselx_, be considered unrelated business

CONCLUSIONS

. The conversion to a tax-exempt title halding Corapany should not be subject to tax, -

2. Ifall of SRCC’s assets will be wiilized in The Nature Conservancy’s tax-exempt PUrpose as represented, any
income eamed, mcluding gains from sale of assers, will generally be exetnpt from tax,

3. The effective date for the conversion tg t:ax~exempt status should be the date the Boveming docbments are
amended and the application for exemption is filed (for federal and stae Ppurposes). ‘ '

LAW & ANALYSJS

. Conversion to a Tax-exempt Organization v
Generally, a distribution of assets from a taxable subsidiary to a tax-exempt parent, not in complete liquidation,
Wwill result in gain Tecognition at the subsidiary level as if the property or other distributed assets were sold to the

distributec at the fajr-market value of the assets under IRC §311(b). As such, jf SRCC distributed the title to the

land owned in the San Rafae| Valley to The Natuye Conservancy, SRCC wonld be required to recognize the gain
on the land, ' . . : :

' SRCC would be Tequired to recognize income equél to the falrmarket value, less the adjusted basis in the
property transferred, and would be required to pay taxes on the difference similar to that discussed above,

On fanuary 13, 1997, the IRS released propesed regulation §1.337(d)-4, The regulations would generally treat a
change In a.corporation’s tax status as an asset transfer, (Prop. Reg, 1.337(d)-4(a)(2)). There are a number of
exceptions and an anti-abunse rule, which are important but not televant here. The Proposed regulations will be
effective “30 days after publication in the Federal Register of these Tegulations as final regulations. ..”. (Prop.
Rep. 1.337(d)-4(e)). However, as of today, we have nat seen the regulations published in final form. The
proposed regulations have g Prospective sffective date. 1t is our view that & corporation thar amends its articley -
and by-lawg, and files fta application for exermption ptior to the issuance of the Fnal regulations, should not be
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subject 1o thoge regulations, even if e exempt'l‘,ii;:\dﬁi)‘lj‘céﬁnn is granted after the regulati

.

/0 FAX 703 841 g795 | THE NATURE CONSERVANCY —  _Boo.
£ . ) ,

o?ﬁ} P

December !4, 1998
M. Michae] Dennis, Esq.
Page 3

clieve that under IR $361, a'conversion from 5 raxable, to & tax-exempt organgon _
a deeme-d ﬁqujdaﬁ‘m» as SRCC wauld be amendl'ng ikcorporate chart_er rather thay Ii nidati
reincorporating, : - Lo R o B

Unrelated Business Income
* .

IRC Regulation §|.$01(c)(2)—1 States « A Comporation described in §501(£)(2) and otherwise exempt frcm'. tax

‘under §501(a) i¢ taxable upon jtg related bysinegg taxable income...Sincc 2 cotponation described iy §501(c)(2)

Under [RC §514, incame from debtfinanceq Pproperry generally resujis iy, unrelated busincss mcome, Reg,
§1.51 4(a)-1(a)(3) defines AVerage acquisition indebtedness g the average amount of the outstanding principal
indebtednegs during that portion of the taxable year the property s helq by the ongmization. ‘Under IRC

§514(c)(7), if praperty is sold or otierwise disposad of, average acquisiiion Indebtedness is defined as the highest
amount of the acquisjy s with i i

date of the saje or other disposition.

' IRC§s 14(b)(1 YAXD excludes from the definition of debt-financeq Property assers helg foran exempt
v}

rganization's tax-exempt Purpose. Rag, §1514(b)—l(c)(2)(i) states that Property owned by an exempt
OIBEnizition and nseq by a related xempt organization shall not be treated ag debt-financed Property jf used jn
furtherance of the relateq organization’s Xempt purpose, Reg §1.514b)-1 (Q2XiiXa) goes On 10 siate that .
“related Organizations™ for PUTPOses of the above stated rule include 5 title holding Sompany exemprt under IRC

§501(c)(2)and jis tax-exempt parent, Yoy bave ﬁuﬁxerreprosented to us that all of SRCCs 8ssets will be utilized
in the Natyre Conservancy’s tax-exempt purpose, B :

Effective Dats of Tax-Exemp_t Status

The actual convémion for Pedera] -purposcs Would be accomplisheq by am [
by-laws and filing Form, ) 024, dpplication  for Recognitlan'af Exemption, Arguments can pe made that the

Conversion occurs o BnY one of three dates: (1) the date ghat the corparation's atticles of incorporation and
bylaws arc amended, (2) the date that the application for &Xemption is i} > Of (3) the dare thay the exermnpt
determinariop letter is Srantad, ,

We believe tha the dare of the eonvergioy is not the earljey amendment of articfes and bylaws nor the later date

the exempt d, mation letrer s Sranted, Amending o Corporation’s artieley and bylaws alone will usglly
not change 3 taxahle €orporatlon g g ax-exempt one, unlesg g application for ion |

a 1’8"“ CoC ras
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December 14, 1993
M. Michael Denpis, Esq.
Page 4

~ since the determination of exempt status generailty relaiesback to the date that the exemption application was
* filed, and in some cases earlier, IRS issuancg of the détermination Ietter should not be the dars of the conversiop,

Tﬁerefqrq, it is our contentjon that frat the date of ;!i?jendﬁent of the artioles of incorporation and by-Jaws and
the filing of Form 1024, SRCC would qualify as a tax~exempt organization, '

Other Considerations
“ﬂ_“_

SRCC's legal counsel will review the amendments to the articles and by-laws for stare Jaw specific provisions,

Additionally, Reg. §1.501(c)2)-1(b) states that IRC §50 l(c)(2) organizations cannot accumu|ate income.
Therefore, SRCC must Hirh over the entire amount of such income, less expense, to its parent, an ofganization
- which is exempt from tax under IRC §501(a).

' This opinion is based solely upen: -

a) the representations, information, documents, and facts we haye included or referenced in this opinion letter;
b) -our assumption (without independent verification) that a]l of the representations and all of the originals,
copics, and signatures of documents reviewed by us are Accurate, true, and authentic;

€) our assumption (without independent veﬁﬂaﬂon) that there wil] be timely execution and delivery of an
performance as required by the representations and documents;

d) the undexstanding that oniy the specific Federal income tax issues and tax consequences opined upon herein
Are covered by this tax opinion, and no ofher federal, state, or local taxes of any kind were congidered;

e} asa tax-exempt title holding company, San Rathe] Cattle Company, Inc. will not engage in any trade or
business, other than holding title to property for its mx'—exqmpt parent;

f) the Natuce Conséwancy is tax-exetnpt under Federal and Arizona Iaw;

g) . the faw, regulations, cases, rulings, and other tax authofity in effect as of the date of thig Jetter. I there are -

h) your Understanding that this opinion is not bhdmg on the IRS or the courts and should not be considered a
Tepresentation, warranty, or guarantss that the IRS or the courts will concur with our opinjon;

-1} your uﬁderstanding that this opinion letter is salely for your informarion and beuefit, is Jimited to the

described transaction, and may not be relied upon, distributed, disclosed, made available to, or copied by
anyene, without prior written consent or as described hetein;

" J)  your representation that San Rafael will not at the time of the conversion and thereafier carry on any
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Decerber 14, 1998
Mr. Michael Dennis, Esq.
Page 5

K)  your representation that the Nature Conservancy will not incur debt to finance the acquisition of the San
Rafael Stock: T .

D thatay Property held by SRCC will be utilized in the Nature Conservancy's tax-cxcﬁpt purpose,

In Issuing this opinion we relied solely upon representations from oﬁside legal counsel for the Namre
Consctvancy thay: . C ’

a) “amendments are possible under Arizona law to allow conversion to 3 tax-exempt title holding coinpany

-without such amendments constituting a liqnidation upder Arizong law (we wil] alsa rely on legal counsel to
Prepare the filings necessary to amend the governing documents under state law); : :

b) Arizona law pemmits & gtock corporation to qualify ag a ax-exempt title holding company and that

) asatax-exempt title'ﬁoldjng company, SRCC'¢ sold PUrpose per jts charter will be to hold title to piopetty

for its tax-exermpt parent, and will remit any net income from the property to jrs parent, on an annual basis;
and ’ : :

d) San Rafae] Cattle Hoiding Company, Inc. will be 3 direct subsidiary, through 100% stock anership by the
" Nauwre Conservancy. : - .

If you have any ducs&ons coﬁceming this opinioﬁ please mnmct“

Very truly yours,

| m{lln_ + Vo La, L.L?

Deloitte & Touche LLP '

ficlients\nature\opinion.dec
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Law Offices . i
- HOLDEN, KIDWELL, HAHN & CRAPO, P.L.L.C.

KENT W, FOSTER

U S BANK BUILDING ' Asthur W. Fplden
ROBERT E. FARNAM 330 SHOUP AVENUE, THIRD FLOOR ) : (1R77-1967)
WILLIAMD. FALER P,O.ROX 50130 Robery B. Holden
CHARLES A. HOMER. IDAHO FALLS, IDAHO 83405 (1911-1971)
GARY L. MEIKLE o Terty L. Crapo
DONALD L. HARRIS . X . (1939-1982)
DALE W.STORER - . - William S. Holden
MARIET. TYLER - TELEPHONE (208) 523-0620 (1907-1988)
ROBERT M. FOLLETT FACSIMILE (208) 523-9518
FREDERICK J, HAHN, I E-MAIL GMEIKI.E@HOUDENLEGAL.COM .
'KARL R. DECKER : Of Counsel
THEL W.CASPER

Fred J. Hahn
., SHANB.YERRY _ )
© AMELIA A, SHEETS

October 15, 2002

~ VIA TELEFAX NO. (406) 587-6086

Mr. Tim Swanson
The Nature Conservancy

VIA TELEFAX NO. (303) 541-0346

~ Wendy Dinner, Esq.
The Nature Conservancy

Dear Tim and Wendy:

In anticipation of our telephone conference with aftemoon, I am writing 1o highlight
some of the JNNSNEMbrimary concerns regarding the easement and the documentation
report. Before getting to those details, let me first address the lien issue which Wendy raised
last week. The taxpayer in the case which Wendy referred 10 received cash for a
conservation easement. The Hetllems’ will exchange into other real property on a section
1031 like-kind exchange. The IRS specifically recognizes the continuing avajlability of the
special use valuation if the property is exchanged into other property eligible for special use
valuation. I do not anticipate an estate tax problem with this issue.

Of greater concern is the lien on the existing property. I expect the IRS 10 approve
transferring the lien from the existing property to the replacement property, but I will be
surpnsed if we are able to accomplish that within two weeks. S, i ————’
accountant, will arrange for this through his partner in the Helena office.
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Mr. Tim Swanson
Mrs. Wendy Dinner
October 15, 2002
Page 2

. ‘With the tax issues hopefully out of the way, we can address the specifics of the
transaction. #l8's and #w's primary concem relates to their ongoing grazing of livestock
and utilization of the property in a ranching operation. They believe that they should be
permitted to utilize the ranch at current and historic levels. As operators of the ranch, they
have a vested interest in maintaining the quality of the property for ranching operations.
They are particularly concerned about paragraph 4.A.ii. We will have to discuss at some

© detail the mechanism to provide them with the necessary comfort with that issue.

I am enclosing two pages which show specific provisions which we wish 1o discuss.

Also, there are some provi‘éions from the Centennial Valley easement which we wish

10 have in these easements. They inchude paragraph 6.A., 6.E., 4N., and 4 M. from the
Centennial Valley easement. ' ' :

.In the Centennial Valley easement under paragraph 5, TNC has 20 days from receipt
of a notice of proposed activity to request additional information concerning the proposed

activity. We suggest that the same 20 day provision be in the new easements.

Paragraph 7 of the Centennial Valley easement féquires a 30-day notice from TNC
to the grantor concerning violations, remedies, etc. The proposed agreements do not have
a corresponding notice provision. We believe it is important that it be added.

Paragraph- 12.C. of the Centennial Valley easement provides a mechanism for the
- grantor to participate in selecting a successor organization to TNC. Again, we believe this
should be included in the proposed easements.

~ Tlook forward to visiting with you later.

Very truly yours,

Enclosures
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C ";"'h!ufa_/. 04/15 DRAFT
_ E. Grantor, as owner of the Property, owns the afﬂnnative rights to identify, preserve, and
protectin perpetuity its open space character and its significant relatively natural features and values;

F. Grantor desires and intends to transfer such rights to the Conservancy;

G. The Staté of Montana has recognized the importance of private efforts toward the
Preservation of natural systems in the state by enactment of Section 76-6-101, et seq., MCA: and

H.  The Conservancy is a private organization organized to protect and conserve natural
areas and ecologically significant land for scientific, charitable and educational purposes, and is a
"holder” under the terms of Section 76-6-104(5) and Section 76-6-204, MCA, and is a "qualified
organization” within the provisions of Section 170(h) of the Internal Revenue Code of 1986, as

amended (the "IRS Code"), qualified to acquire and hold conservation easements and meets the
requirements of the IRS Code as a Sec. 201(c)(3) exempt organization.

TERMS AND CONDITIONS

, _'NOW, THEREFORE, in consideration of the mutual covenants contained herein, pursuant to
Section 76-6-101, et seq., MCA, Grantor hereby conveys to theConsenrancy, its successors and

assigns, a permpetual Conservation Easement consisting of the rights and restrictions enumerated
.herein, over and across the Property (the "Easement”).

Pugpgses- Itis the purpose of the Easement to pPreserve and protect in perpetuity, to enhance .
upon mutual agreement, and in the event of their degradation or destruction, to provide for the

2. Easement Documentation Report. A collection of baseline data on the Property and its
resources has been Prepared and the data and explanatory text are presented in the “EE—. '
M Family Limited Partnership/aka N s e ent Documentation Report”, dated
August 1, 2002 (the "Report”). A copy of the Report is on file with both Grantor and the Conservancy
and by this reference made 3 part hereof. The parties acknowledge that the Report is intendedto
sstablish the condition of the Property subject to the Easement as of the date written below and that

v -2
.d4/02 Ew
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sngmﬁcant deterioration, the Conservancy shall so inform Grantor. In response, Grantor shall

develop a Grazing and Riparian Management Plan for review and approval by the Conservancy
and Grantor shall then implement the approved plan.

T-924 P.005/005 F-158

B. Use, maintenance, repair, and construction of new livestock handling facilities provided

that these facilities are limited to a corral, loading chute, and related facilities. These structures may not
be constructed in wetland basins or wrthm 50 yards of \Nmslow Creek.

C. Maintenance and improvement of extstmg roads, and construction of new roads as may
be necessary to carry out the agricultural and ranching activities as provided herein, provided, however,

that all roads shall be kept to the minimum widths and minimum level of improvement necessary to
-accomplish the purpose of the road. '

y A fu, )’\Y\ P2 ){)
D. Maintenance, repair, and reconstruction of existing fencing anzémstructlon of new
fences. New or reconstructed boundary or pasture-division fences may not &€xclude or prevent wildiife

from moving through the Property, but other fencing may exclude wildiife from, newly-seeded areas and

temporary vegetative restoration areas. Present fencing may be replaced with similar types of fencing
- in approx:mately the same location.

E.: Use of agricultural chemicals, including fertilizers, pestlmdes herbncndes insecticides and
rodenticides. The use of such agents shall be conducted in such a manner as to minimize adverse
-effects upon the natural values of the Property and the natural ecosystem. Aenal spraying of c

g hemlcal
agents requires advance approval by the Conservancy. M

F. Introduction of biological weed and pest control agents W ~ }1/,’4,’/!’/,‘,. ;
?"f’ 3.6, From. Lovmi Cred — M j/ e " wHﬂ
G. Removal of surface sand and gravel i in limited quantities, for use solely in ranch

~ operations consistent with historical practices. Under no circumstances is any commercial use of sanan
or gravel located on the Property pemmitted by this Easement, nor may any sand or gravel be mined for

any purpose, either commercial or non-commercial. All sand and gravel extraction permitted hereunder(fg/

shall have only limited, localized impacts, and shall be suspended, if the Conservancy determines such et

- removal impairs any of the Conservation Values protected by this Easement.

H. Use, maintenance, repair, and reconstruction of exnstmg agricultural water facnhhes as
‘documented in the Report and with prior notice and approval of the Conservancy, the development of
new water resources and facilities, including the diversion, withdrawal and use of water, consistent with
valid water rights, for wildlife habitat enhancement and other uses provided for herein; provided that any

maintenance, repair, reconstruction, construction or development activities do not cause significant or
long-term impairment of water quality or riparian values.

L Construction of utility systems for the uses permitted in this Easement.

4
G \WPDATA\GLM\3525\Huntsman BrundageLane. CEB.10.1-02.doc
- 10/04/02
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-

258 Main Street, Suite 20
: _La_.ndet, Wyoming 32520

Dear Ben: o

The followin%;esponse to your questions regarding the need for the alocation of the selling

it;e of Mr. s ranch to the various components set forth in the Addendum to the Option
cement, - :

Because the tax law requires an allocation of consideration received upon the sale of oulfiple
assets in order to determine a taxpayer's gain or loss (see, for example, section 1060, IRC) a
tremendous amount of time and effort was expended to determine the appropriate allocation to
the assets sold. Treas. Reg. Sec. 1.1034-1(c)(3) also requires that an allocation be made for
purposes of gain computation when part of a property was used by a taxpayer as his principal
residence (as was the case with Mi® and part was used for other purposes. The
allocation and resulting gain/loss calculations were based on previously appraised values of the
te and distinct assets comprising the ranch as set forth in the appraisal prepared by Mr.
dated October 26, 1994.

- Although the appraisal specified the fxir market values of the various portions of Mr. WS
ranch, 1t could not, and did not, document the dollar amount for which Mr. W 2 ctually sold
his assets. Such documentation had to be provided by means of an allocation (not an appraisal)
entered into between the buyer and seller, because the selling price was at a substantial discount
below fair market value, This is normal business practice in most commercial transactions
wherein more than oae kind of asset is changing hands.

If you have any questions or if T 'can be of further assistance, please do not hesitate to call me at
(303) 837-3207. :

4142
Sincerely,

_ Ldlle Pud - Braw Crets
“ Sale mh

Tax Partner "T\N C

Deloitte Touche
Tehimatsu
Infernational

256



D”J 30 1T DU Y ausse s emmeem L —s
“Y\T BY:

e *
Ell ERNST & YOUNG LLP \L % 4 ke svee e g i
Lauisvifle, Kentucky 40202 oo

F) Tg(/ :
August 23, 1999 W ’ | Dﬂ.ﬂzrﬂr

m

£0R NISSUASINT] PLSPRSIS GMNLY

N\ ¢ Dear_

w)' I have spoken wxﬂ“ Regional Counscl of The Nalurc Canservancy, on a
% few occasions over the past month about your proposed exuhange o land. From my

X~

previous discussions with you T understand that you. are prcpan:d to give The Nature
Conscrvancy a piece of property valued in excess of $300,000 in cxchar e for which you
will receive another picce of property valued at approximately $270,000. In addition, you
will grant a conservation cusement on the property which you arc gomg 1o receive that
will significantly affect your possible use of that land in the future.

It appears that your cxchangc of !uml will create a tax deferred likc-kind exchange, as
well ss a charitablc contribution. In order to qualify as a like-kind exchange, a taxpayer
must swap property held for investiment or business use for simile: property. Your
exchange of property appcars to meet this requirement, as picces of land would generally
be considered “like-kind™ property. It is our understanding that both your current picce of
property and the property which you will reccive will both be held for investmeni and/or
farming.

When two unrclated taxpayers exchange property, it is generally assum:d that the pieces
of preperty have similar fair market values. In this case, there will be virluations showing
that the land you arc surrendcring is worth significantly more than the land you arc
receiving (with or without the conservation easement), Because of t:¢ velue you are
giving up, you will be entitled to a charitable contribution. There are tvio compunents to
this charitable contribution; the first is the excess of the valuc of the surrendered property
" over the value of the received property (not considering the eascmcnt), the second is the

decreasc in the value of the land you receive as a result of the granting of a conservaticn
eascment. ‘

o

A taxpayer can rcceive a charitablc contribution deduction for the zontribution of @
“qualified conservation contribution™ provided that the contribution is of a qualified real
property interest made to a qualified organization and is made exclusively for
conscrvation purposes. A restriction (granted in perpetuity) on the nse of land is a
qualified real property interest as defined in the Intcroal Revenue Cod-. In addition, the
Nature Conservancy has represented to you that (hey are a gualified organivation as

£ & Young wyr is 1 member of Enut & Young Intenwational, Lid

257



SENT BY:

O LU e - P ——

Elf ERNST & YOUNG LLP : _
] _ © Page2

. Anmust 231099

defined mn IRC §170(h)(3), and the granting of this eascment is exclusively for
conservation purposes. As such. you scem to mect all of the requiremers for claiming a
charitable deduction for the granting of a conservation casermnent.

In order to support the value of the contribution you have made, ap:raisals must be
performed on the relcvant praperty no more than 60 days prior to the contribution. A
valuation would bmmm
‘relinquish. Generally you would be responsible for the coust of the ippraisal on (he

property which you are gwmg up. The value of the land you reccive voould necd to be

appraised both with the eascment and without the eascment, to deter ine lhe valuc of
said easement. _ o

Pcrhaps tbc casiest way 10 structure this transaction' would be 1o transicr the propcmes
and simultaneously grant 2 conscrvalion casement on the property v su reccive. This
should qualify as a like-kind cxchange as bath pieces of property are he.d for avestment
and/or business use (farming). The excess of the.value of your land given up aver the
velue of the land reccived, including the conservation easement, shoul s be treated as a
charilable contribution. This. transaction could be viewed in two ways, w.ith each yielding

the sarie tax answer. Firstly, this could be viewed as a swap of your lard for land that is

significantly lesser in value, duc in part to the conservation easemcnt as well as othcr

factors. Sccondly, this could be viewed as a swap of your land for lanc. that is lesser in

value due solely 1o size, location, condition, elc. of the land, followed by a contributon to -
the Nature Conscrvancy of the conservation easement. Either way, the result should be

tbe same: a like-kind cxchange of property coupled with a charitable contribution equal to

the value of the land you surrendered less the value of the Tand you re :cived, including

the conservation caseraent.

A few points for you to keep in mind should be mcntioncdf-“- mentioned that
* the land you are to receive was once leased for oil and gas productioir. A contributicn
deduction is not allowed for a conservation eascment if mineral extractic a is permitted on
that property. According tosysegiil, the previous owners of the tand will provide
affidaviis asserting that all oil and gas leases on (his property have tzrminaled and/or
expircd. In addition, it should be noled that taking a mortgage on the land you are going
to receive could also jeopardize your charitable contribution dedustion ualess the

~mortgagee lakes a subordinate position to the conservation organization.

Another point to keep in mind is the utilization of this charitable corribution in your
mcome tax return. Deductions for contributions of capital gain property (which your land
would constitutc) are limiled to 30% of a taxpayer’s adjusted gross irzome for any tax
year. Any excess that cannot be deducted in the year of contribution czn be carried over

and deducted in a subsequent tax year. Such a carryover would expire after five years it’
not fully utilized.
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I hope I have presented the relevant issucs clearly to you related to your swap of land and
related charitable contribution. If you should have any questions, pleasc oo not hesitate to
contact me. - ‘ ' ’ :

~ Sinccrely,

44
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JERRY J. McCOY

! ATTORNEY AT LAW

1050 CONNECTICUT AVENUE, N.W., SUITE 1200
POST OFFICE BOX 66491
WASHINGTON, D.C. 20035-6491

(202) 466-6941
FAX (202) 466-6942

January 20, 2003

Michael Dennis

General Counsel

Suite 100

4245 North Fairfax Drlve
Arlington, VA 22203-1606

Dear Mike:

This is in response to your request for my comments on a particular form of transaction
used by The Nature Conservancy (“TNC”) in its land conservation activities.

You also asked for a curriculum vitae showing my qualifications to comment on such a
matter, and that is attached. As noted there, I have practiced tax law (with a specialty in
charitable tax planning) for more than thirty years, teach courses in the subject at two national
law schools, and have written widely in the field (including a book on family foundations and
two monthly newsletters, Charitable Gift Planning News, and Family Foundation Advisor).

The Subject Transaction

The transaction you described is a typical land trust technique for acquiring, protecting
and reselling tracts of land with significant conservation values. The transaction generally
proceeds as follows:

In Step One, the land trust purchases the land, generally paying an amount equal to the
fair market value of the land. (If the original owner were inclined to donate the land to
the land trust, or sell it for less than full value, he or she would probably be willing to

proceed with the protection of the land without involving the land trust in the sale
‘transaction at all.)

In Step Two, the land trust encumbers the land with a negative restriction or
“conservation easement,” thereby permanently limiting its use and assuring it will not be
developed or otherwise converted to uses that would be injurious to the conservation
values being protected. As when an individual creates a conservation easement, the
effect of this step is to reduce the market value of the land since prospective purchasers
who would otherwise acquire it for development are effectively barred from the market.
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In Step Three, the land trust sells the land (which is now encumbered by the easement) to
a purchaser who is willing to limit his or her use of the land to activities that are
permitted under the easement. Because this friendly or sympathetic buyer is motivated at
least partially by the conservation considerations of the property, he or she is generally

willing to underwrite all or part of the land trust’s-loss on the purchase and sale in either
of two ways. :

Alternative A — In some instances, this donor/buyer makes a cash contribution to
the land trust sufficient to make it whole (i.e., an amount equal to the difference
between the price originally paid by the land trust for the property and the lesser
amount paid for the property by the donor/buyer).

Alternative B — In other instances, the donor/buyer sirnpiy pays the land trust a
price for the land equal to what the land would be worth in the absence of the
easement (typically the same amount the land trust paid).

In either case, whether the donor/buyer proceeds under Alternative A or Alternative B
above, the result is the same. The total outlay of the donor/buyer is equal to the full,
unencumbered value of the property, and the excess over the actual value (reflecting the
restrictions imposed by the conservation easement) is deductible for income tax purposes.

-Example

Using a simple example, let’s assume TNC acquires a tract of forest land for $1,000,000. .
The land can be developed into a series of 5-acre homesites, and the $1,000,000 price reflects
this factor. TNC conveys to a local governmental agency a conservation easement precluding
such development of the land and any other activity (e.g., logging, strip mining, operation of a
business, etc.) that would be deleterious to the pristine forest nature of the property. This means
that any future purchaser is limited in his or her ability to realize the full economic value of the
land. Accordingly, the land cannot be sold in the open market for more than $700,000. The
values are confirmed by reliable professional appraisals.

TNC locates a buyer, D, who will buy the property subject to the easement for $700,000,
and this sale is consummated. At the closing or soon thereafter, D voluntarily contributes
$300,000 in cash to TNC, so that it breaks even on the transaction. This is the approach used in
- Alternative A above. Alternatively, D may buy the property from TNC for $1,000,000, the same
amount TNC paid for it. Since D is paying $1,000,000 for an asset that is worth only $700,000,
D has conferred a $300,000 benefit on TNC. This is Alternative B.

Because TNC is a qualified charity and the benefit in question (either the $300,000 cash
_contribution in Alternative A or the $300,000 cash benefit in Alternative B) was conferred with
the intention of supporting the charitable mission of TNC, D will be entitled to a charitable
contribution deduction in the amount of $300,000 for income tax purposes under either
approach. '
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Availability of Deductions

You indicated that some question has been raised as to the proper deductions allowable
- under one or both of these alternatives, and I believe I can say with certainty that the buyer (D in
our example) is clearly entitled to the deductions described, subject to the normal conditions
(e.g., a qualified donee, substantiation by means of a timely receipt, qualified appraisals,
~ percentage limitations based upon the donor’s adjusted gross income, etc.). Indeed, this seems

only appropriate, since in each case D is out of pocket (and the land trust is enriched) by this
amount. :

In the case of the cash contribution in Alternative A, there would seem to be little room
‘for argument assuming the values are correct. In the case of the purchase of property at a price
in'excess of value (Altemative B), the economic result is the same, and the tax result follows.
The Regulations provide for this result in §1.170A-1(h), where a taxpayer who purchases goods
or services from a charitable organization, but intentionally pays an amount in-excess of the fair
market value of the goods or services is entitled to a charitable contribution deduction. This is
the case in the everyday situation where a donor buys a charitable gift annuity from a charity,
where the amount payable for the annuity is set at a level which exceeds the value of the annuity
purchased; the excess is deductible as a charitable contribution. The IRS has recognized this
principle in the Regulations [§1.170A-1(d)(1)] and in Revenue Ruling 70-15, 1970-1 CB 20.
Moreover, the Supreme Court has upheld this principle in United States v. American Bar
Endowment, 477 US 105 (1986), where the Court stated as follows:

“The sine qua non of a charitable contribution is a transfer of money or property without
. adequate consideration. The taxpayer, therefore, must at a minimum demonstrate that he

purposely contributed money or property in excess of the value of any benefit he received
in return.”

Of course, the critical question is one of respective values — the amount paid by the
donor/buyer versus the value of the property received. As with any charitable contribution

~ situation involving property, these values must be determined by appraisals, and are subject to

question by the Internal Revenue Service on audit of the taxpayer making the contribution. The

~ donee organization is not involved in the valuation process, and the determination of value
(including defense of any attack by IRS) is entirely the donor’s obligation.

* * *

I hope this discussion is helpful. Please let me know if there are any additional questions
~or if I should elaborate on any of the points discussed above,

Sincerely,

Jerry J. McCoy
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Attachment
JERRY J. McCOY

Office:

1050 Connecticut Avenue, N.W., Suite 1200
P.O. Box 66491 '

Washington, D.C. 20036

(202) 466-6941 . [fax (202) 466-6942]
mccoylaw@aol.com

Professwnal Assocxatlons
Private Practice, Washington, D.C. (Since 1994)

vaersxﬁed tax practice with heavy specialization in tax-exempt organizations,
charitable tax planning and estate planning. Clients include colleges and universities,
national and international charitable organizations, private foundations and related
organizations, both publicly- and closely-held businesses, and private individuals.

Reid & Priest
Washington, D.C. (1992-94)

Siiverstein and Mullens
Washington, D.C. (1968-1992)

Charitable Gift Planning News, a monthly newsletter published by Little, Brown & Co., ‘Boston,
Mass. until June, 1990, now publxshed by the co-editors (Co-Founder and Co-Editor, 1983 to
date)

Co-founder and co-author of monthly newsletter on tax and other considerations affecting
charitable giving; circulation includes development officers for educational institutions
and other charitable organizations, as well as attorneys, accountants, financial planners,
life underwnters and other donee advisors.

Family Foundation Advisor, a monthly newsletter published by Aspen Law & Busmess (A
Wolters Kluwer Company), New York beginning February, 2002 ‘

Co-founder and co-edltor of monthly newsletter for advisors and managers of family
foundations, designed to complement the Family Foundation Handbook (listed below).

Professional Organizations

American Bar Association, Section of Real Property, Probate and Trust Law (Washington
Coordinator for the Probate and Trust Division; Group Chamnan for Committees on Charitable
Planning and Exempt Organizations)

American Bar Association, Section of Taxation (Co-Chairman, Subcommittee on Community
Foundations of Exempt Organizations Committee; former Chairman of Legislative
Recommendations Committee)

Fellow of The American College of Trust and Estate Counsel (Chairman, Charitable Planning and
Exempt Organizations Committee; 1990-91 Editor of Probate Notes)
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Fellow of The American College of Tax Counsel

Member, American Law Institute

Adjunct Faculty, Georgetown University Law Center (coinstructor for charitable tax planning
course in the Master of Laws in Taxation Program, 1996-date)

Adjunct Faculty, University of Miami Law School (coinstructor for charitable tax planning
course in the Master of Laws in Estate Planning Program, 1983-date) -

-Founding Faculty, American Institute of Philanthropic Studies, California State Umversrty, Long
Beach

Named in Who's Who in America and Who's Who in American Law (Marquis), and The Best
Lawyers in America (1999-2000 ed., published by Woodward/White)

Other Memberships and Positions :

Founding Member Board of Directors, International Institute of Association and Foundation
Lawyers

Founding Member, Board of Directors, International Planned Giving Foundation
Member, Board of Directors, National Committee on Planned Giving (1992-1994)
Assistant Treasurer, National Park Foundation (1972-1993)

Treasurer and Co-Counsel, Commission on Private Philanthropy and Public Needs [Tﬁe Filer
Commission] (1973-1976)

Member, Advisory Committee, Phlllp E. Heckerling Institute on Estate Planning, Umversrty of .
Miami, 1978 to date

Advisory Board, The Exempt Organization Tax Review (a Tax Analysts publication)

Board of Advisers, The Journal of Taxation of Exempt Organizations (a Wanen Gorham &
Lamont publication)
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Publications and Lectures

Co-Author (with Kathryn W. Miree), Family Foundation Handbook, Published January 2001 by Aspen
‘Law & Business (A Wolters Kluwer Company) New York.

Author, United States chapter in Intcmatlonal Charitable Gnvmg Laws and Taxation, (Carole Shelbourn

George, ed.), Published 1994 by Graham & Trotman/Martmus Nuhoff (Kluwer Academic Publishers
Group), London/Dordrecht.

Author of aniclés on tax, estate planning, and charitable subjects in various professional publications (in
addition to the institutes listed above), including Trusts & Estates, The Journal of Taxation of Exempt
Organizations, Tax Law Review, TAXES - The Tax Magazine, Taxation for Accountants, Taxation for

Lawyers, The Practical Tax Lawyer, and numerous publications of Tax Management Inc. (a division of
the Bureau of National Affairs, Inc.)

Speaker at national, regional and local meetmgs on tax and estate planning sub_]ects including the
following:

Philip E. Heckerling Institute on Estate Planning, (University of Miami)

New York University Institute on Taxation :

Southemn Federal Tax Institute

American Bar Association (Annual Meetmgs)

Tulane Tax Institute o

Midwest Tax & Business Planning Institute

Duke Estate Planning Conference

UCLA/CEB Estate Planning Institute

Georgetown Law Center/D.C. Bar Institutes

Notre Dame Estate Planning Institute

National Conference on Planned Giving

American College of Trust and Estate Counsel (Annual Meetings)

International Association for Financial Planning :
(National Conventions)

ALI/ABA National Institutes

Various State Bar Meetings, Local Planned lemg Councils, Estate Planning Councils and
Community Foundations Nationwide

Education

LL.M. (in Taxation), New York University School of Law, New York, N.Y. (1967)
LL.B., Duke University School of Law, Durham, N.C. (1966)

B.S. in Business Administration, West Virginia University, Mdrga.ntown, W.Va. (1963)
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SOUTHEAST
REGIONAL
OFFICE

January 29, 1997
VIA OVERNIGHT MAIL
Steptoe & Johnson '

1330 Connecticut Avenue, NW
Washington, DC 20036

Re: . Davis Mountains Ranch Conservation Project, TX
Dear GHR:

As we discussed last week, The Nature Conservancy has a contract to purchase
32,528.70 acres of the _Ranch in the Davis Mountains area of West Texas.
The purchase price is $330 an acre for a total of $10,734,471. I-have enclosed a copy
of an appraisal commissioned by us which shows the fair market value at
$11,400,000. The remaining 6,500 acres of the ranch will be retained by =

«gglsile> who intends to donate a conservation easement over the 6,500 acres to the

101 Conner Drive

Suite 302

Chapel Hill, North Carolina
27514

P.O. Box 2267
Chapel Hill, North Carolina
27515-2267

919 967-5493
FAX 919 967-1575

International
Headquarters
Arlington, Virginia
703 841-5300

Conservancy.

The project will be known as the Davis Mountains Ranch. To finance most of the
project, we intend to sell six ranch tracts ranging from 2,548 acres to 4,265 acres in
size. Prices will vary from $1,683,333.00 to $1,883,334.00. Each tract will be sold
subject to a conservation easement retained by The Nature Conservancy which will -
prohibit suhdivision, limit construction to one ranch complex, and allow grazing
subject only to a grazing management plan worked out with the Conservancy. Each -
purchaser will also have limited use rights in a 4,075 acre “common area.” This
common area will be owned by a nonprofit Texas corporation to be set up by the
Conservancy - the Brown Mountain Landowners Association. Each tract owner will
be able to use this common area for hiking, hunting, horseback riding, etc. The
members of the Brown Mountain Landowners Association will consist of the
Conservancy and the owner of each tract. The whole project will be subject to a
declaration of covenants, conditions and restrictions, such as you might have ina
residential subdivision, that will make the rights and duties of the tract owners in the
common area appurtenant to their tract. The remaining acreage (9,475 acres) will be
retained by the Conservancy as a preserve. It will include the most spectacular
portions of the property in terms of scenery and biodiversity. Ihave enclosed a
project brochure which contains maps which will illustrate all of this more clearly.
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To meet our conservation goals means the Conservancy must retain a substantial
portion of the economic value of the property. The Texas Chapter does not have the
assets to cover the value retained, and thus we are requiring the various tract buyers
to pay a premium to cover our costs, and provide for startup expenses and a
stewardship endowment. The Board of Governors has made it clear that the Texas
Chapter must have $8 million in income from the sale of tracts closed simultaneously
with the purchase of this property. We could close as early as February 26, but
closing may be postponed because the 3ilmms are still in the process of securing
survey patents from the State of Texas for portions of the property

What we need is a memorandum from your firm to The Nature Conservancy that
addresses the likely outcome of several tax-related matters which will arise in
connection with lining up purchasers for this property. We are telling each potential
purchaser that they must secure their own tax advice. However, it would be helpful
to have a memorandum on these issues which we could give to potential purchasers
who could then share them with their accountants or lawyers. The memo, of course,
should contain a message in bold print that it is not intended as advice for the
purchasers and that purchasers should seek their own counsel. I believe such a memo
would go a long way in focusing the purchasers on the relevant issues. The memo
would essentially be an update of your January 31, 1992 opinion to-NNNENgs and
cover the following issues:

1. Is a purchaser entitled to a charitable deduction for a “premium” paid for real
property?

_2. How should such a transaction be constructed? Alternative One would be to
" use one document which recites a purchase price which includes the premiur:-

amount and then provides that both parties recognize that the buyer is paying a
premium for which the purchaser will claim a deduction. In this alternative,
should the purchaser obtain an appraisal before closing, or can this be done post-
-closing? If it is done before closing, should the contract recite the “fair market
amount” and the “premium” amount? Alternative Two would be to have the
purchaser obtain an appraisal, and then enter into a contract for the purchase of
the property for the fair market value. At the same time the purchaser would
give the Conservancy a pledge for the premium. Would the IRS compress this
into one transaction anyway? Are charitable pledges enforceable in Texas? Are
there other alternatives?

3. Two of the potential purchasers have indicated a strong desire to use
appreciated stock to pay the premium portion of the price. In Alternative One or
Two above how will the IRS treat this use of stock? If we make it clear in the
contract that the stock represents the premium, will the IRS respect such a
designation, will they allocate the stock between the fair market portion and the
premium portion, or will they redesignate it to the fair market value portion of
the purchase price? Would having the stock given through a separate pledge
help matters?
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4. You should also know that two of the potential puvrc_ha'sers have close ties to’
~ the Texas Chapter. One is a Chapter Trustee and the other serves on a real
~estate committee. ’

Once you have had a chance to review these matters, please call me to discuss your

initial reactions and your fees. In addition to the memorandum, I would also foresee

you talking with purchasers’ attorneys on tax issues. Of course, I hope you can use
_your West Texas rates.

Very truly yours,

David Bland .
Regional Attorney
DB/dsf

cc: James King, Director of Protection, Texas (w/out enc.)
Mike Dennis (w/out enc.)
Phil Tabas, Eastern Regional Attorney (w/out enc)
Patrick Ramos, Western Regional Attorney (w/out enc.)
Mike Andrews, Southeast Regional Director (w/out enc.)

Enclosures
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STEPTOE & JOHNSON 11p
ATTORNEYS AT LAW .

1330 CONNECTICUT AVENUE, N.W.
WASHINGTON, D.C. 20036-1795

PHOENIX, ARIZONA STEPTOE & JOHNSON INTERNATIONAL
TWO RENAISSANCE SQUARE : AFFILIATE IN MOSCOW, RUSSIA
(202) 429-3000
TELEPHONE: (602) 257-5200 FACSIMILE: (202) 429-3902 TELEPHONE: (011-7-~501) 258-5250
FACSIMILE: (602) 257-52998 TELEX: 89-2503 FACSIMILE: (011-7-501) 258-5251
(202) 429-6262

March 10, 1997

VIA FAX AND EXPRESS MAIL

David Bland, Esquire
Regional Attorney )
" The ‘Nature Conservancy
101. Conner Drive

Suite 302

Chapel Hill, NC 27514

Re: Davis Mountains Ranch Conservation Proiject,. TX
Dear David:

As you requested, we have considered the tax issues
relatlng to the Davis Mountains Ranch Conservation Project. We
understand that The Nature Conservancy ("TNC") has a contract to
purchase 32,528.70 acres of the MU Ranch in the Davis '
Mountains area of West Texas for a conservation project. We
further understand that, to help finance the conservation
project, TNC plans to sell six ranch tracts subject to a
conservation easement. TNC intends to charge a premium for these
tracts in order to cover its costs and provide for start-up
expenses and a stewardship endowment. You have asked us to
determine whether a potential purchaser will be entitled to a
charitable deduction for the premium payment. Further, you have

. asked us to consider the tax consequences if a potential .
purchaser uses appreciated stock in lieu of cash for some portion
of the transaction and, if a charitable deduction will be
permitted under -either form of payment, to provide advice on how
the proposed alternative forms of the transaction should be
structured.
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David Bland, Esquire
March 10, 1997 '
Page 2

' Charitable Deduction for Premium Paid

A purchaser who pays a premium to purchase a parcel of
the Davis Mountains Ranch property from TNC should be entitled to
a charitable deduction under Section 170(a) of the Internal
Revenue Code of 1986, as amended (the "Code") for the amount pald
in excess of the fair market value of the land. Although we have
not located any cases or rulings dealing directly with a premium
paid by a taxpayer to purchase land from a charity, the Internal
Revenue Service (the "Service") recognizes the deductlblllty of a
premium payment in other contexts. For instance, in the annuity
context, the Service specifically allows a charitable deduction
for amounts paid to charities’ for annuity contracts in excess of
their fair market value. See Treas. Reg. § 1. 170A-1(d), Rev.

* Rul. 70-15, 1970-1 C.B. 20. Similarly, where a taxpayer =
purchases a ticket to a charitable event for an amount in excess
of fair market value, the Service allows a charitable deduction
for the excess amount. Rev. Rul. 64-246, 1967-2 C.B. 104 (price
of ticket to charity ball deductible to extent it exceeds market
value of admission).-

Furthermore, the United States Supreme Court has
specifically recognized that & payment to a charity can have the
dual character of a purchase and a contribution. In United
States v. American Bar Endowment, 477 U.S. 105 (1986), the
Supreme Court denied a charitable deduction for a portion of the
payments made by individuals to the American Bar Endowment for
insurance because the amount paid did not exceed the fair market
value of the insurance received. In doing so, however, the Court
recognized: ' '

Where the size of the payment is clearly out
of proportion to the benefit received, it
would not serve the purposes of § 170 to deny
a deduction altogether. A taxpayer may
therefore claim a deduction for the
difference between a payment to a charitable
organization and the market value of the
benefit received in return, on the theory
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David Bland, Esquire
March 10, 1997

Page 3
that the payment has the "dual character" of
a purchase and a contribution.

Id. at 117..

The Service and the courts have adopted a two-part
test for determining when a part of a "dual payment" is
deductible. Rev. Rul. 64-246, 1967-2 C.B. 104; see also,
‘American Bar Endowment, 477 U.S. at 117. First, the payment is
deductible only if and to the extent it exceeds the market value
of the benefit received. Second, the amount paid in excess of
fair market value must be made with the intention of making of
gift. »

Thus, since the Davis Mountains Ranch property is
belng sold at a price in excess of fair market value, the premium
payment should be deductible under Section 170(a) of the Code so:
long as the transaction makes clear that the purchaser intends to
make a gift to TNC of the premium amount.

Use of Appreciated Stock

_ We understand that some purchasers may want to use

. appreciated stock to pay a portion of the purchase price for a
parcel of the Davis Mountains Ranch property. The use of.

- appreciated stock will have different tax results depending on
whether the appreciated stock is attributed to the purchase
element or the gift element of the transaction.

If the appreciated stock is attributed to the purchase
element, the purchaser will realize gain on the transaction
subject to tax. Section 1001(a) of the Code provides gain from
the sale or other disposition of property is the excess of the
amount realized over the adjusted basis of the property. For
this purpose, the amount realized is the amount of cash plus the
fair market value of the property received. I.R.C. § 1001(b).
Thus, under Section 1001, a purchaser who uses appreciated stock
to purchase a parcel of the Davis Mountains Ranch property would
recognize gain equal to the excess of the fair market value of
the parcel over the purchaser's adjusted basis in the stock.
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Oon the other hand, if the appreciated stock is used to
make a gift to TNC for the premium amount, the purchaser will be
entitled to an income tax charitable deduction for the full fair
market value of the stock contributed, subject to certain
percentage llmltatlons._ See I.R.C. . § 170(e)(1); see also
§ 170(b)(1). Thus, using the appreciated stock to make a gift to
TNC rather than to purchase the.land w1ll result in substantlally

- more favorable tax treatment.

Structuge of Transaction

As you suggested in your letter, there are two
alternatives for structuring the sale of the Davis Mountalns
Ranch tracts. The first is to combine the purchase of the land
‘with the charitable contribution to TNC in a single transaction.
The second is to separate the purchase and the gift into two
distinct transactions. '

If the total purchase price will be paid in cash, we
see no reason why the transaction cannot be structured as a
single transaction so long as the contract of sale clearly states
the fair market value of the land and indicates that the amount
paid in excess of the fair market value is intended to be a gift
to TNC. To the extent that potential purchasers want to use
appreciated stock to pay for the premium portion of the purchase
price, however, we recommend that the transaction be separated
into two distinct transactions, each with its own separate
documentation: (1) a purchase of the property in cash for the
fair market value and (2) a gift of appreciated stock in the
amount of the premium. This should insure that the appreciated
stock is treated as the gift element and the cash is treated as
the purchase element, thereby avoiding the recognition of gain
discussed above.

We understand that some purchasers may want to give
TNC a pledge for the premium amount at the time of the closing.
In order to protect TNC's interests, we suggest that TNC require
that at least half of the premium amount be paid at the time of
closing. As we discussed, we are uncertain whether a charitable
pledge by a Texas resident for the unpaid premium amount would be
enforceable under Texas law. Therefore, we recommend that in
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such circumstances TNC take a note from the purchaser for the
unpaid premium amount. However, you should confirm with your
Texas counsel that such a note would be enforceable in Texas and
obtain advice on what the precise terms of the note should be.

Regardless of how the transaction is structured, a
quallfled appraisal should be obtained within 60 days prior to
closing to determine the fair market value of the property ' and
"thus the amount of the premium. See Treas. Req.

§ 1.170A-13(c)(3). The appraisal should state the fair market
value of the land, taking into account the conservation easement
‘retained by TNC.Y It is not necessary for the appraisal to
state.the value of the premium payment.

Finally, we understand that at least two of the
potential purchasers have close ties with the Texas Chapter of
TNC. As a result, any scrutiny by the Service of the
transactions with these purchasers is likely to be particularly
thorough. Therefore, you will want to make sure that all the
transactions are structured in compliance with the regulations
~under Section 170 of the Code and in accordance with the highest
standards so that there is no question that they were conducted
at arm's-length.

U The appraisal should include the following: (1) a

description of the land being sold; (2) the date of the appraisal
and the closing; (3) the terms of the agreement, including a
description of the conservation easement retained by TNC; (4) the
name, address and federal identification number of the quallfled
' appraiser; (5) the qualifications of the qualified appraisal; (6)
a statement that the appraisal was prepared for income tax
purposes; (7) the appraised fair market value of the land; (8)
the method of valuation used; and (9) the specific basis for the
valuation, such as specific comparable sales transactions.

Treas. Reg. § 1.170A-13(c)(3)(ii).
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If you have any questlons or would like to dlSCUSS
these issues further, please give me a call. :

Best regards. .

. Sincerely,
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Letter Ruling 200213021, December 14,2001
CCH IRS Letter Rulings Report No. 1309, 04-03-02 O _
IRS REF: Symbol: CC:ITA:2-PLR-135425-01 \ (d N

Uniform Issue List Information:
UIL No. 0170.00-00
Charitable, etc. contributions and gifts
UIL No. 0511.00-00 ’

Tax on unrelated business income of charitable, etc., organizations (Taxable v. not taxable)

{Code Sec. 170 1

This responds to yout letter dated April 30, 2001, requesting a ruling on the proper federal income tax teeatment ofa

proposed fund-raising activity involving the sale of the right to use niches and cenotaphs to members of the Roman Catholic
communily ut u pricc which significantly exceeds the fair market value.

REQUESTED RULINGS:

1) Taxpayer's proposal of offering columbarium niches and cenotaphs for greater than fair market value falls within the

guidelines for qualifying as a charitable contgibution with a partial consideration component under§179 ofthe Tnternal
Revenue Code. ’

2) No part of the payments received by Taxpayer with respect to rights to use the columbarium under the proposcd Donor
Agreement will be unrelated business income under§si! . .

APPLICABLE FACTS:

Taxpayer is a parish of the Roman Catholic Church with principal offices Jocated at X in state Y- Taxpayerisa °
tax-gxempt entity under section 501(c}3} of the Internal Revenue Code and is classificd as a church and a5 an organization

which is not a private foundation under §§170(bX1AX1) and 509(a)(1) . The functions of faxpayer include ownership and
operation of church property within the parish. , :

Taxpayer represents that conducting funeral masses, burying the dead and performing other sacraments for the dyipg and

the bereaved are basic religious functions of the Roman Catholic Church directly associated with its fundamental doctrines.

As part of ils winistry, the Church bas, for many centuries, provided consecrated burial grounds and crypts, more recenily,
columbaria for the internment of deceased loved ones.

Taxpayer is currently constructing a columbarium on the church’s property which will iveiude niches for the internment
of cremated remains and cenotaphs for remembrances of Joved ones buried elsewhere. Taxpayer proposes {0 initiate a fund~
raising program under which members of the Catholic community may purchase the right to use the niches and cenotaphs at
a price which signiticantly exceeds the fair market value (FMVY). It is proposcd that a buyer/donor wishing to nse a niche of
cenotaph will execute a Donor’s Agreement. The Donor’s Agreement does not obligate Taxpayer to furmish other goods ox
services customarily offered by funeral homes, nor does Taxpayer intepd to do so. The proposed

payments, pre-development
and post- development, and the estimated YMYV tor these donadons are us follows:

Item Pre-Development Post-Development EMY
Hillside Companion Niche  $a $b $d
Ccenotaph $Sc $c Se

LAW AND ANALYSIS

REQUESTED RULING NO. I:

Section 170(x)(1) pemiits a deduction for a charitable contribution, as defined in §170(¢) . Section 170(c) defines a
charitable contribution as a contribution or gift to or for the use of certain qualifying organizations.

A contribution or gift, for the purpuses uf §170 is a voluntary transfer of money or property made by the transferor
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without receipt or expectation of a financial benefil commcnsuratc with the money or propesty mansferred See Section
1.170A-1{cX5) of the Income Tax Regulations.

Rev. Rul. § 2-246 , 1967-2 C.B. 104, states that, [0 bc deductible as a charitable contribution for federal income tax
purposes under section 170 , a payment 10 OF for the usc of a qualified charitable organization must be a gift. To be a gift for
such purposes, there must be, among other requirements, a payment of money or transfer of property without adequate

considesation. The Supreme Court bas statcd that the “sine qua non of a charitable contribution is a transfcr of money or

propetty without adequate consideration.” United States v. Amegican Bag Endowment 477 U.S. 105, 118 (1986) {86-1
USTC §9482}. | o

Rev. Rul. 67-246 establishes a two-part test for determining when part of a dual character payment is deductible. First,

the puyent is deductible only if and to the extent it exceeds the market value of the benefit received. Second, the excess
payment must be “made with the intention of making a gift”Rev. Rul. 67-246 further states geuerally, where a transaction
involving a payment is in the form of a purchase of an item of value, the presumption arises that the gift was not made for
charjtable coptibution purposes, the presamption being that the payment in such a case is the purchase price. If a charitable
contribution deduction is claimed with respect to the payment, the burden is on the taxpayer to establish that the amount paid
i3 not the purchase price of the privileges or benefits and that part of the payment, in fact, does qualify as a gift. Thus, in
showing that a gift bas been made, it is exsential for the taxpaycr to establish that the portion of the payment that is claimed

as a gift represents the excess of the totai amount paid over the FMV of any substantial privileges or benefits received in
return. : . , .

Accordingly, Rev. Rul. 67-246 states that if payments solicited for a charitable fund-raising activity are designed to be
partly a gift and partly the purchase price of certain privileges or benefits, the organization conducting the activity should
employ procedures that make clear not only that a gifl is bewg solicited In connectivn with the acuvity, but also the amount
of the gift being solicited. To do this, the amount of property attributable to the purchase of privileges or benefits and the

amount solicited as a gift should be determined in advance of solicitation. In making such a determination, the FMV of any

substantial privileges or benefits attributablc to the purchase must be taken into account. Afier making such a determination
the charitsble organjzation should notify its donors of the amounts aliocable to each component of the payment See Rev.
Rul. 67-246 , 1967-2 C.B. at 105-6; Rev, Proc. 90-12 . 1990-1 CB. 471. : '

In the ipstant case, Taxpayer proposes a charitable fund-raising activity designed to be partly a gift and partly the
purchase price uf certain privileges or benefits. Specifically, Taxpayer plans to offer the right to use the columbarium’s
niches and cenotaphs on its property 10 members of the Catholic corumunity at a price which significantly exceeds FMV.-
Taxpayer is employing procedures that make clear not only that a gift is being solicited in connection with the activity, but
also the amount of the gift being solicited. Toxpayer iforms potential buyer/donors of the FMV of the niches and cenotaphs
along with pre- and post-developroent prices. Taxpayer notifies buyers/donors of the amounts allocable to each compopent
of the payment by way of a Dovor’s Agreement which states that the FMV for a niche is $d and $e for a cenotaph.

Based on the facts presented, the proposed transactions clearly take the form of a purchase and contribution. Taxpayex
has satisfied the two-part test in Rev. Rul. 67-246. Thus, Taxpayer’s proposal of offering columbarium niches and
cenotaphs for greater than FMV falls within the guldelines for yualifying as a charitabje contribution with a partial
consideration component under §170 . : .

REQUESTED RULING NO. 2:

Section 501(c)(3) provides for the exemption from federal income tax of organizations organized and operated
exclusively for charitable and religious purposes. '

Scction 511 imposes a tax on the: “unrelated business taxable income” of organizations otherwise exempt from federal
income tax under §501(c)(3) .

Section 512(a)(1) dcfincs “unrelated business taxable inenme” as the gross income derived by any organization from any

unrelated trade or business as defined in §513 regularly carried on by i, less the allowable deductions which are directly
connccted with the carrying on of such trade or business.

Section 513(a) defines the term “unrelated trade or business” as any trade

substantially related (aside from the need of such organization for income or
to the exercise or performance by such organizarion of its chas

or business the conduct of which is not

funds or the use it makes of the profits derived)
itablc, cducational, or other purpose or function constituting
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the basis for its exemption under §501 .

Section, 513(c) provides that the term “trade or business” includes any activity carried on for the productjon of income -
from the sale of goods or the pertormance of services. :

Section 1.511-2(a}(3) (iii) provides that, beginning in 1969, but with certain trapsitional rules covéring tax years
beginning before January 1, 1976, churches are subject to the tax op unrelated business taxablc income under§S1k .

Section 1.513-1(a) provides that, unless one of the specific excépﬁons of§512 or 513 applics, the gross income of an
exempt organizatiop subject to §51t is includible as unrejated business income Itz (1) the income is from s “rade or
business,” (2) such trade or business is “regularly carried op” by the organization, and (3) the conduct of such trade or

business is not substantially related (aside from the need for, or the production or usc of, the funds) to the organization’s
performance of its exempt functions. - .

Section 1.513-1(b) provides that, for purposes of §513 . the term “trade or business” has the same meaning that it has in

- §162_and, generally, includes any activity caied on for the production of income from the sale of goods or performance of
_services. : .

" Sectjon 1.513-1(c)Y(1) provides that, in determining whether trade or business from which a particular amount of gross

income derives is “regularly carried on” within the meaning 0f§512 , regard must be had to the frequency and continuity
with which the activities productive of the Income ur¢ conducted and the manner in which they are pursied. '

Section 1.513-1{d)(2) provides that for the conduct of trade or business from which a particular amount of gross income
s derived 10 be substantially related to purposes for which exemption is granted, the production or disiribution of the goods
or the performance of the services from which the gross income is derived must contribute importantly to the
" accomplishment of those purposes. .

In Senate Report Number 91-552, 91st Congress, 1st Session 70 (1960). 1969-3 C.B. 469, op the Tax Reform Act of
1969, Public Law 91-)72, the Committee on Finance stated that, in the case of churches, the term unrelated business income
will not include the operation and maintenance of cemeteries as long as they ar¢ carmed on i connection with the church:

Rey. Rul. 72 359 , 1979-2 CB. 226, holds that an organization providing traditional religious burial services qualifies for
recagnition of exemption under §501(c}3) . It states that provision of burial services to members of a religion in compliance

with the requirements of the religion’s laws perpetuates traditional religious customs and obligations and contributes to the
advancement ol religion.

In the instant case, the proposed sales of niches and cenotaphs will be a trade or business carried on within the meauing

of §51.513-1(b) and (¢) . Thus, the issuc here dcpends on whether such activity is anhsrantially related to the parish’s

exempt purposes as required by §513(a). The parish church’s columbarium’s niches and cepotaphs will'be used for -
decedents with respect to whom the Roman Catholic Church has conducted or expects to conduct a funeral ceremony (or
ceremony in which Roman Catholic ordained clergy ur those under vows preside or p

articipate). Based on the legislative
history cited above, a church’s operation and maintenance of a cemetery or this columbarium with niches and cenotaphs for

decedents of the church’s religious denomination would not be an unrelated trade or business. As inRev. Ru), 79339, - -
providing traditional burial services that directly support and mainmin basic tvuets and belicfs of a religion regarding the
burial of its members furthers the religious and charitable purpose of advancement of religion and, thus, is related to

furthersnce of exempt purposes under §501(c)(3).

Accordingly, based on the facts presented we rule as follows. Taxpayer’s sales of the rights to use the columbarium’sv
niches and cenotaphs, in connection with anticipated funeral ceremonies to be performed there or clsewhere by the Roman
Catholic Church with respect to the decedents, will be substantially refated (aside from the production of income) to ibe

parish’s exempt religious and charitable purposes under §501(c¥3) and, thus, will not be an unrelated trade or business
under §513(a) , and will not result in unrelated business taxahle income under§Sil .
RULINGS:

Based solely on the facts and representations submined, we conclude and rule as follows:

(1) Taxpayer’s proposal of offering columbarium niches and cevotaphg for greater than FMV falls within the guidelines
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CC: y-
FROM:  vwililyniieiis,
DATE: JANUARY 29, 1997

RE: DAVIS MOUNTAINS RANCH

Attached please find two revised after tax net cost amlyses ‘These assume that 50% of the stock

© gift is appreciated value. I will visit with the appraiser and get his input as to fair market value

subsequent to the deed restrictions. Obviously, the fair market value has a substantial impact on
thn net cost analysis.

In a related matter, I spoke with _The Nature Conservancy [ (m-house) attorney in
Chappel Hill, NC - (919) 967-1575 x 116. He is very comfortable with the above-market

donation/tax benefit issue. He has asked their Washington, DC-based tax counscl to write an

opinion on the following:

“1. The tax deductlon on above-fmr market value consideration on this proposed transaction,

and

2. The (avoidance of) capital gams tax on an appreciated stock g:ﬁ in conjunction with thxs
proposed transaction.

. This opinion should be received in the next ten days.

They are also deve!opmg recommendations on the wording and stmcture of the documents to

further the acceptance of this proposed transaction by the IRS.

We are welcome to contact that law ﬁxm if needed in the meantime. The contact u.

AR with the firm of Steptoe and Johnso

816 Congress Avonue « Suite 1670 = Auctin, Texas 78701
Telephnne: {512) 477-3434 « Facsimile: {512) 477-3940
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FROM: vaitienpimnideln,
DATE: JANUARY 29, 1997

RE: DAVIS MOUNTAINS RANCH

Attached please find two revised after tax net cost analyses. These assume that 50% of the stock

~ gift is appreciated value. I will visit with the appraiser and get his input as to fair market value

subsequent to the deed restrictions. Obviously, the fair market value has a substantial i xmpact on
thn net cost unalysis. .

In a related matter, I spoke with Bl The Nature COnservancy’s (in-house) attorney in
Chappel Hill, NC - (919) 967-1575 x 116. He is very comfortable with the above-market

donation/tax benefit issue. He has asked their Washington, DC-based tax counscl to write an

opinion on the following:

1. The tax deductlon on above-faxr market value consideration on this proposed transachon,

and

2. The (avoidance of) capital galns tax on an appreciated stock gxﬁ in conjunction with thls
proposed transaction.

. This opinion should be received in the next ten days.

They are also deve!opmg recommendations on the wording and stmcture of the docmnents to

further the acceptance of this proposed transaction by the IRS.

We are welcome to contact that law firm if needed in the meantime. The contact isaliNNEE

LA with the firm of Steptoe and Johnso

> - — .

816 Congress Avonue « Suite 1670 = Austin, Texac 78701
Telephone: (512) 477-3434 « Facsimite: (512) 477-3940
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DAVIS MOUNTAINS RANCH 01/28/97
Net Cost Analysis
Adjusted acreages '
Salcido Tract $1,883,334 ‘$562
Limpia Tract $1.883,334 $585
total $3,766,668 $573
COMBINED TRACTS
- $1,149,750  Cash atclosing (new appraised value of $175/acre). :
- Donation 2616218 Separate stock pledge. Tax reduction (@39%) of $1,020,598
: $3,766,668
$1,149,750  Cash at closing.
2.250,549 Stock value after (28% capital ganns) tax on 50%.
$3,400,299
(1,020,598) Tax reduction.

2,379,701

$362 per acte AETER TAX NET COST
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[STEPTOE & JOHNSON 11|

ATTORREYS AT LAW
PHOENIX, ARIZONA 1330 CONNECTICUT AVENUE, NW LOS ANGELES, CALIFORNIA
FAGSIMILE: 802.257.5299 WASHINGTON, D.C. 20036-1795 ] FACSIMILE 213.439.9599
VERIFICATION: 602.257.5287 MAIN NUMBER: 202.428.3000 VERIFICATION: 213.433_.9400

www.steptoe.com

FACSIMILE: 202.429.3902
VERIFICATION: 202.429.8152

IMPORTANT: This facsimlie Is intended only for the use of the. individual or entity to which it Is addrassed, it may contain information that is
privileged, confidential, or otherwise protected from disclosure under applicable law. If the reader of this transmission is not the Intended
recipient o the employee or agent responsible for delivering the transmission to the Intended reciplent, you are hereby notified. that any
dissemination, distribution, copying or use of this transmission or its contents is strictly prohibited. If you have recelved this transmission In
&or, please natify us by telephoning and retum the original transmission to us at the above address. ]

' DELIVER TO:

-NAME: QTS Esq. TELECOPY PHONE NUMBER: oDy
Legal Counsel, Northeast Division : : ‘

COMPANY:  The Nature Conservancy VERIFICATION NUMBER. iU

TOTAL PAGES & COVER SHEET: 14 ) DATE TRANSMITTED: 6/7101

$8J OPERATOR'S NAME: _ ¢igueniiliiiile TELEPHONE NUMBER:  meumusseday

CLIENT/CASE NUMBER: wSSmegii=

direct dial RN
REQUEST MADEON DATE: _6/7/01 TIME:  9:17 AM
COMPLETION REQUIREDBY  DATE: _ 6/7/01 - TIME: ASAP

SPECIAL INSTRUCTIONS: S \ttached documents for your review for our 12:30 conference call.
Reganigdigs, .

JMPORTANT: This facsimile is intended only for the use of the individual or entity to which it is addressed. It may contain information that is
privileged, confidential, or otherwise pm[enéd from aisciosure under applicable iaw. If the reader of tis transmission IS not the intended
recipient or the employae or agent regpongible for delivering the transmission to the intended recipient, you are hereby notified that any
dissemjnation, distribution, copying or use of this transmission or its contents is strictly prohlbited. I you have received this transmission in
£170r, please notily us by telsphontng and raturn e orginal transmission to us at the above address.

Doc. #350745 v.01 06/07/01 9:17 AM
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ORI CPA
202.429.6262
swilkinson@steptos.com

MEMORANDUM

via Facsimile
TO: I

somiibinnia -
FROM: (v ypmemmm

OO
RE: Use of LLC in Connection with Mu.m_iyfl'he Nature Conservancy

Eastem Shore Transaction ' .

As you requeétéd,_we have researched issues that may arise if The Nature
Conservancy ("TNC”) uses a limited liability compan& ("LLC”).in connection with the sale of |
land to-HeNNNIEERy (“WNin%es”). As we understand the proposed transaction, TINC artHmmg,
would form an LLC of which they would be the only members. Jlwould contribute to the
LLC an amount of cash roughly equal to the fair ma:kt_:t value of the subject land and would
receive a majority interest in the LLC. TNC would invest a small amount of cash in the LLC in
exchange fora proportionately small interest in the LLC. Subscquently, the LLC would
purchase the parcel of 1and from TNC at the appraised fé.ir market value price.

Despite their unequal interests in the LLC, TNC and sy would bave equal
control rights wnh respect to the LLC. In other words, TNC and il cach would have the

nght to consent to si@i_ﬁcant trapsactions, including the development or sale of the land or the

WASHINGTON PHOENIX LOS ANGELES LONDON
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placixig of restrictions oﬁ the land. The LLC agreement would not contain an explicit
requirement that a conservation easement be placéd on the property within a certain period of
time. It is contemplated, bowever, that at some point in the future both parties woixld agree on
' thé form of, and consent to the granting of, a conservation easement to TNC, although the
eventual granting of an easement is not a foregone conclt_Jsion.

It is intended that the granting of a c'onservation. easement would result in a
charitable deduction that would flow through the LLC to the members of the LLC. Because -
b \&0\11d have the largesf intere'st.in the LLC, he would receive the maj orify of the benefit
of any available deduction. A s1ﬁall amount of any such deduction (in proportion to TNC’s
interest) would be allocable to TNC. The LLC would subsequently be dissolved, and the land,
then‘enciunbered by the conservation easément, would be distributed oS, in satisfaction of
his interest in the LLC. |

Based on our preliminaty research, we have identified three issues that may arise
under this scenario, each of which is addressed below." First, we consider whether the Internal
Revenue Service (the “Service”) would treat the transaction as, in substancc,'the equivalent of
the sale of property subject to a restriction and thus deny N the benefit of any subsequent> :
appreciation in valuc. Noxt, we consider the potcntiél cffeet of the arrangcmént on the v;sluaﬁon‘

. of the land. Finally, we consider whether the arrangement could cause TNC to recognize
unrelated business taxable income or jeopardize TNC’s tax-exempt status under the chatitable

joint venture rules.

Y Our research to date has been limited to issues relating to the availability of a charitable
contribution, the impact of the structure of the transaction on the amount of any contribution and the
potential tax implications for TNC. We have not undertaken any research with respect to the issues of
allocation of profit or loss or distributions of property under Internal Revenue Code section 702, ef seq.
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R Economic Substance of Transaction

First, we helieve there is risk that the Service w;)uld ﬁnd the transaction desecribed
above to lack economic substance a.nd, in reality, to involve the sale of encumbered property at a
premium price (i.e., a “bargam sale”). Therefore, we believe the arrangement could be treated

for tax purposes in much the same manner as the option transaction discussed in our draﬁ letter
~ dated March 7, 2001.

In an aha]ogous case, Mount Mercy As;ociates v. Commissioner, the Tax Court
concluded that a p@oﬁed charitable contribution by a partnership lacked economic substance
and was thus not deductible. 67 T.C.M. 2267 (Fcb. 24, 1994), aj’d, No. 94-4091 (24 Cir. Fcb. 8,
1995) (unpublished opinion). In Mount Mercy, a partnemhip was formed to purchase land from
areligious order. The partnership contracted to purchase from the ordef a parcel of unim'ﬁroved |

_ land and a parcel of land upon which the order’s convent was located. At cloﬁﬁg, the
partoership took control of the unimproved land and leased the convent property back to the
order for $1 per annum. Simultaneous with the sale and leaseback, the partnership conveyed to
the order a 50 percent undivided interest in the convent property and claimed a charitable
conlribution. Evculually, (e purtuership transferred 48 pcwcm h}lclcst ih the cunvent property

* back to the order and claimed an additional chaﬁtable deduction in connection with the transfer.

The Tax Court concluded that the transfer and reconveﬁnce of the convent
property lacked econvomic‘ substance.? The transaction|was structured in such a way that the

order never lost possession, control, or ownership of the convent property, as evidenced by the

2 Although the Tax Court agreed with the Service’s argument that the transaction Jacked
economic substance, the Tax Court rejected the Sexvice’s argument that the partnership’s conveyance of
the convent property was in exchange for an economic benefit and thus lacked donative intent. Id.
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lease and the fact that a mortgage note secured by the convent property wus nevex paid. In
essence, the partnership purchased only the uniniproved jand. Therefore, the partnership was not

_ allowed a charitable dedﬁction. .

The proposed LLC arrangement is similar to the transaction in Mount Mercy in
that both transactions involve the transfer by a éhaﬁtablé 6rganizaiion of land to another entity
with an éxpectation that a portion of the property or an interest in the property w‘illibe
reconveyed to the chaxitéble entity. Further, like the religious order in Mount Mercy, TNC

' vafguably would not relinquish control of the proberty to thé LLC because TNC would retain
veto, or consent, rights with respect to any further transactiolns involving the land. Ilowever, to
fhe extent there is a realistic possibility that the memhers wonld ultimatély decide not to grént a
conservation easement to TNC, there is less certainty that the Service would conclude thé.t the
LLC airangement lacks economic substance. Nevgrfhele,ss, there a risk that the Service would
reach such a conclusion and that Mwould be derﬁcd the benefit of any further apprcciaﬁon
in the value of the property, with the result that any charitable déducﬁon would be limited to the
amount by which the purchase price paid by the LLC exceeds the fair market value of the

- property. ,

2. Vgunﬁog‘

' - Further, we bcﬁéve there is risk that TNC’s consent rights under the LLC
agreement would constitute a restriction on the property that would depress the value of the
property. In Mount Mercy, discussed above; the Tax court h’oted that although the partnership
had no legal obligation to reconvey the convent pmpcrty to the religious order, the order had

éssentially protected its interests through a highly favorable 10-year lease of the property. 67
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T.CM. 2207 The Tax Court noted that the lease “substantially reduced the value of the convent
iaroperty;” YL A

Similarly, TNC would arguably be protecting its intefest_s in the land through its
consent rights under the LLC agreement. This restriction is thus likely to depress the value of
the land held by the LLC for cﬁaritable deduction purposes.

We recommend that you confinm the likely effects of the LLC arrangemcﬁt on thé

 value of the land with SEB—.S.

3. Charitable Joint Venture Issues -
Finally, where a section 501(c)(3) 6xganimtion enters into a joint venture
artangement with 2 noﬁexempt thixd party in which the exempt nrganiéztibn will serve as a
general partner of a pértncrship or a managing member of an LLC, the Service generally applies
a two-part “close scrutiny” test to determine the penmssfblhty of the joint venture arranoement
The two-part test requires (i) that the activities of the joint venture further charitable purposes;
and (ii) that the structure of the venture insulates the exempt orgamZatlon from potential conflicts
between its charitable purposes and its obligations as a general partoer or managing member, and
“minimizes the likelibood that tﬂe arrangement will gehérate private benefit. See, e.g., Rev. Rul.
98.15,1998.12 LR.B. 6 (Mar. 4, 1998). » |
Confrol will be detexmined based on all relevant facts and circumstances. With
respect to the control requirement, it may be insufficient from the Service’s perspectivc to have
) 50% control and an ébility to veto any significant transactions. For example, in Revenue Ruling
98- 15 the Service set forth two different sceparios, one with good facts” and one w1th “bad

facts.” In the situation involving good facts, the exempt orgamzatlon was entitled to select three

members of the LLC’s governing board, while the nonexempt organization could select only two

_5-
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membets of the governing board As such, the exempt vrganization cleasly controlled the joint
venture. In the “bad facts” scenario, each party selected two members of the governing hoard.

_ The Servme concluded that, based on the control situation and all other relevant facts and
circumstances;, the organization in the good facts scenario was entitled to exemption, ‘while» the |
organization in the bad facts scenario was not. Some commentators believe that the SeMw
‘considers a 50-50 control arrangement to be insufficient (even thouéh the organization could
temporarily biock actions proposed by the for-profit) because the exempt organizatioxi is
csseﬁtially powerless to force the jdint venture to take affirmative actions that it considers
.eb;senlial L recting ity charituble _pu.l’pUScs.

Importaxﬁly, the hypothetical joint ventures at issue in Revenue Ruling 98-15
were “whole hospital” joint ventures, and thus involved the transfer of all of the exempt
»or-ganiiation’s acﬁvities into thgjoint vepture. As was the case in Revenue ruling 98-15, in the
case of a “whole-cntity” joint venture that is found not to operate in furtherance of charitable
purposes, the likely result is loss of the organization’s cxcmpﬁon.

“There bas been considerable speculation concerning whether the Service will also
appljr the analysis of Revenue Ruling 98-15 in the context of an “ancillary™ joint vepture, i.e;,
~~ ope that does not involve all of the exempt organization’s operations. However, because an
ancillary joint venture does not involve all of the operations bf an exempt organization, if the
venture is found not to further charitable purposes because of alack of ovexriding. charitable
purpose or because thc-orrgalﬁzation has ceded control of the venture to a nonexempt entity, the
orgamzauon may only incur unrelated business income tax rather than loss of its exemption.
Although the Service has not explicitly extended Revenue ruling 98-15 to cover

ancillary joint ventures, it appears that the Serv_ice applies a siwilar analysis to such ventures.

-6-
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For»exaxnplé, in Private Letler Ruling 200041038, the Scrvice condoned participaﬁon ofa
conservation orgavization in an LLC that could be regarded as an ancillary joint venture. The
Service ruled that the management role of the orgamzatxon in the timber management and selling

venture would not impair its- section S01(c)(3) status because the venture furthered its
| conservation purposes by managing the timber rights of a number of small holders on a more
ccologlcally sensmve and sustainable basas than the individual donors had done. The operating
agreement explicitly prowdcd that in the event of a conflict between the purpose of conserving
forestland and managing the lands to provide economic benefits to the members, cqnscrvauon
will control. The cxempt organization could only be replaced as manager by extraordinary
measures (a two-thirds vote of the members after failure to provide for the annual minimum
. return to the participants fox two consecutive years) and then must be replaced by another
e}(empt organization.

Until the Service issues clear guidance with respect to ancillary joint ventures, at

Jeast ope commentator has recommended that cxeﬁlpt organizations take the following

precautjonary steps when entering into joint ventures with nonexempt parties:

1. Enter into ancillary ventures that clearly further the
: organizaﬁon’s exempt purposes;

2. Have the exempt organization make a capital contribution
proportionate and equal to its percentage interest in the
ancillary venture;

3. Recognize that cash contributions may be less risky than asset
contributions;

4. The exempt organization should have more than minimal

equity ownership even if it otherwise controls the ancillary
venture

.7-
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5. Add an express requirement to the operative documents of the
ancillary venture that in the case of any conflict between the
exempt organization’s obligations to satisfy the charitable
_purpose and furtherance of profit-raking goals that the former
will prevail; and '
6. Limit the exempt organization’s obligation to tund future
capital contributions to the ancillary venture, and strive to
winiwize ils exposwce to liability as a general partner.
ML Sanders, Current Issues in Structuring Joint Ventures, Representing and Managing Tax-
Exempt Otganizations, Georgetown. University (Apr. 26-27, 2001).
It is conceivable that the proposed TNC% LLC could be deemed to operate
with the charitable purpose of conservation, although the management agreement presumably

“ would not explicitly provide that conservation considerations will override any nonexempt
considerations. Nevertheless, because TNC presumably would not have more than 50% control

' of the proposed LLC, there is tisk that TNC will be deemed to have ceded control of the activity
to a nonexempt interest. Therefore, participation in the LLC may not constitute an appropriate
section 501(c)(3) acﬁvify, Because of the overall level of activities in which TNC engages,

" however, it is unlikely that this venture alone, even if deemed unrelated to TNC’s excmpt
puxposes, would place TNC’s exempt status at Hisk. Tnstead, TNC likely wonld incur unrelated
business income tax in connéction with any income from the activity. ‘If, on the other hand, TNC
intends to use the LLC strlich}re as a model for future transactions and the transactions, taken

together, are more than insubstantjal, participation in such ventures could place TNC’s exempt

status at risk.
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e ons: Deductions: Ecopom.,__ibstance: Benefit 1o donor.—-, (Feb. 24, 1994),
Copyright 2001, CCH Incorporsted —

CCH Dec. 49,6930M)] RO -
ount Mercy Associates, Alan Berk, Tay Matters Partner v. Commissioner

Docket No. 11191-90., TC Memo. 1994-83, 67 TCM 2267, Filed February 24, 1994
[Appealable, barring stipulation to the contrary, to CA-2.~CCH] ’
[Code Sec. 170 ]

“Charitable contributions: Deductions: Economic substance: Benefit to donor.—A partnership was not entitled to claim
charitable contribution deductions for the donation of property to a religions order. The partnership contracted to purchase
from the order unimproved land and a paree] of land upon which a convent was located. Following the puxchase, the
partnership took control of the unim roved land and leased the convent property back to the order, and, eveptuafly, it
transferred the convent property back to the order. This transfer and reconveyance of the convent property lacked economic
substance. The transaction was structuresd in anch a way that. the order never lost possession, confrol, or wnerslus of the
convent property, as evidenced by the fact that the mortgage note secured by the convent propeity was never ;F LI
essence, the partnership purchased only the upimproved land. Therefore, no charitable deduction was allowed ~CCH.

Leonard Rosen (specially recognized), for the petitiéher. Randall P. Andreozzi, for the respondent.
Memorandam Findings of Fact and Opinion
GERBER, Judge:

Respondent, by means of a Notice of Final Partacrship Administrative Adjustment (FPAA), determined adjustments to
Mount Mercy Associates’, a limited partnership (partoer ip), income for its 1985 and 1986 taxable years in the amounts of
$1,534,738 and $1,473 ,34’ , respectively. The adjustments are attributable to respondent’s disallowance of deductions
¢laimed for a charitable contribution. :

We must decide whether the partnership’s conveyances of real property and a convent building in 1985 and 1986 .qualify
as charitable contributions under section 170 1 and, if 50, the fair market value of the property contributed.

Findings of Fact

Some of the facts have been stipulated, and the stipulation of facts and attached exhibits are inco;Porate’d by this
refe{(ence. At the time of filing the petition herein, the partoership had its principal place of business in Dobbs Ferry, New
York. ’

The parmership was formed on October 8, 1985, to acquire property located in Dobbs Ferry, New York, and to build
residential nnits on the property. At that time, the property was owned by the Institution of Mercy (Corp.), a not-for-profit,
eleemosynary corporation wholly owned by the Sisters of Mercy (Sisters), a religious order.

The corporation offered approximately 35 2 acres of Jand for sale, through a real estate agent, at a $7.5 million asking

price. The Sisters resided at and operated a nursing hote in the Monnt Mercy convent huilding, which was an

* ymprovement on the property offered for sale. The convent building and surrounding grounds were situated on
approximately 5 acres of land (the convent property). The corporation prescribed certain texms ox conditions that were to be
included before an offer to purchase the property would be considered. The offer must, to some extent, be paid in cash and
the remaining mortgage note would not be subordinated to any other financing. No personal property was to be included i
the offer and the Sisters desired continued use of the convent building. The Sisters occasionally attended negotiations or
meetings, but the interests of the corporation and the Sisters were represented by lawyers. The corporation bad financial
needs which motivated its proposal to sell the realty. The primary concerns of the Sisters were L0 genexate some operuting

funds and to retain use of the convent building in order to carry out their charitable activities.

The parmership’s Private Placcment Memorandum outlined plans to purchasc the property from the corporotion. There
were no plans to develop the convent property. Tnstead, the partnership intended to build uﬁlto 250 luwxury condominiums
on the remaining usimproved property. It was anticipated and understood that the parmership intended to deed the convent
prc:f»erty back to the corporation. The Private Placement Memaorandnm autlined the tax henefits to the investors attributable
to donating the convent property. To maximize the anticipated tax benefits, 50 percent of the convent propesty was to be
donated in 1985 and the remainder in 1986. '

The negotiated purchase price in the initial draft of the purchase agreement between the corporation and Geygln Corp.
(Geygln) (the partnership’s mitial general partoer) was $8 million ($3,250,000 cash and a $4,750,000 purchase money note
and mortgage). The corporation received other offers to purchase the property. The offers ranged from $6 million to $7.5
riifion and almost all provided tor some arrangement under which the Sisters wonld remain in the convent property. Only
one offer did not provide for the Sisters to remain in the convent property.

Page 1
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The November 1, 1985, purchase and sale agreement contained a $9 million selling price payable $2 million at closing;
a $1 million note and mortgage secured by the convent property; and a £6 millioan note and mortgage secured by the
remaining unimproved land. The agreement also stated that upon closing, geygkl would lease the convent property back to
the corporation. Geygln assigned its rights and obligations to the partunership under the purchase and sale agreement on
November 30, 1985 '

After the purchase and sale agreement was signed; the partnership renegotiated the provisions of the sale with the
- corporation. The purchase price remained at $9 million but cash to be paid at closing was reduced from $2 million to
$400,000, and the $6 million note and mortgage were cotrespondingly mcreased to $1.6 million. The corporarion agreed 0
subordinate the $1 million mortgage note secured by the convent property. During these negotiations, the partnership
discussed its intentions to donate the convent pr perty with representatives of the corporation.

. In November 1985, the partnership hired & real estate appraiser to determine the fair market value b_f the property. The
convent property was ised separately from the unimproved fand. The iser opined that the fair market values of

the convent propesty an the remainiug unimproved land were $4 million and $6.9 million, respectively.

On December 30, 1985, the corporation conveyed the property to the partmership for $9 million under the following
 termas- $R0,000 deposit paid November 1, 1985: $10,000 additional deposit paid December 1985; $310,000 paid December
30; 1985; $1 million note and mortgage cecured by the convent property; and $7.6 million note and mortgage secured by
the remaining unimproved property. The $7.6 million note and mortgage was nonrecourse and had an interest rate equal to
the greater of 10 percent or 2 percent plus the prime commercial rate of The Bank of New York. The $1 million note and
mortgage was nonrecourse, had no stated interest rate, and was subordinate to all mortgages which existed at the closing or

arose thereafter. Payment of the $1 million note was due on December 30, 1988.

Also on December 30, 1985, the parmership leased the convent property back o the cuspuiation. The lease was for 3
years, with renewals for 7 additional years (maximumn of 10 years), at $1 per annum rent. Simultancous with the sale and
Jeaseback, the partnership conveyed to the corporation a So-afsrcent undivided interest as tenants in common in the convent
property. The corporation granted the partnerehip a right of first refusal with respect to any subsequent sale, lease, transfer,
or other copveyance of its interest in the convent property. The partnership claimed a $1,534,738 charitable contribution
deduction on its 1985 tax return attributable to its conveyance of 50 percent of the convent property to-the corporation.

On December 24, 1986, the partnership conveyed an additional 43-percent undivided interest, in the convent property, t0
the corporation as tenapts in common. The corporation granted the partnership a right of first refusal, under the same terms
as the 50-percent transfer, with respect to its 98-percent ndivided interest in the convent property. The partnership retained
a 2-percent undivided interest in the convent property. The pastnership claimed a $1,473,343% charitable contribution
deduction on its 1986 tax return attributable to its conveyance of a 48-percent interest in the convent property to the
corporation.

The $1 million nonrecourse note and mortgage secured by the convent property was due on December 30, 1988. Asof
the due date and through the time of trial, the parmership had not paid any part of the 51 million nonrecourse note and the
corporation had not demanded payment or attempted to “ollect on the $1 million note, The partnership has paid the
principal and monthly interest on the £7.6 million mortgage note secured by the rempaining unimproved property. As of July
15, 1989, $5.6 million of the $7.6 million note had been paid by the partnership.

~ Atthe time of the sale, the entire property was zoned for educational institution use. The partoership sought to change
the zoning of the unimproved land to a one family residence district. The partnership did not attempt to change the zoning
for the convent property. In its zoning application, the partoership rctpresented that it paid $9 million for the unimproved
land without reference to the convent property. At all times pertinent herein, the Sisters indicated that they did not intend to
leave the convent property and that their intention was to remain indefinitely. During 1986, the Sisters requested a zoning
change for the convent property to a convent zoue. : ;

Opinjon

The jssuc for our considcration is whether the partacrship was entitled to claim charitable contributions in 1985 and
1986 and, if so, the amount of the contributions. Petitioner bears the burden of proving that the parmership is entitled to the
claimed deductions. Rule 142(a). :

Section 170 , in general, allows a deduction for a charitable contribution made during ataxable year. Section 170(c)
defines a charitable contribution as a “contribution or gift to or for the use of” an organization as described in that section.
Both parties agree that the corporation is such an organization. When a taxpayer contributes property rather than cash, the
amount of the charitable contribution deduction is generally the faix market value ot the property at the time of the
contribution. Sec. 170A-1(cX1), Income Tax Regs.

A charitable contribution is synonymous with a gift. Swzon v. Commtssi(;ner [Dec. 3 1,075 1, 57 T.C. 239,242 (1971). A
gift is defined as a voluntary transfer of property motivated by a detached and disinterested generosity. Commissioner v.
Duberstein [60-2 USTC 19515 1, 363 U.S. 278, 285 (1960). If a transfer is motivated by an anticipated economic benefit
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from the donee, even if there is no legal or moral obligation, then it isnota gift. 1d; see Hernandez v. Commissioner [89-1
USTC 19347 ], 490 U S. 680, 690-691 (1939). ‘

Respondent first argues that the closing documents, on their face, show that the transfer of the convent property to the
corporation was a bargained for exchange and an integral part of the entire transaction; therefore, it wasnot a gift
Respondent contends that the partnership conveved the convent property in expectation of econonuic benefits from the

 corporation; namely the conveyance of the unimproved property. _ v

‘We find that the partnershi ’s primary motivation for conveying the property was {o secuxe a tax deduction. However,
this does not result in the disallowance of the deduction. A charitable contribution may be motivated by the basest and
most selfish of purposes as long as the donor does not reasonably anticipate benefit from the donee in return.” Weitz v.
‘Commissioner . 45,526 . T.C. Memo. 1989-99 (citing Stubbs v. United States [70-2 USTC 19468 ], 428 F.2d 885,
887 (9th Cir. 1970)). “The Jegal right vl a tuxpayes o decrcase the amount of what otherwisc would be his taxes, or

- altogether avoid them, by means which the law permits, cannot be doubted.” Gregory v. Helvering [35-1 USTC 19043}, 293
U.S. 465, 469 (1935) (citations omitted). : : : , :

. We do pot find that partnership’s conveyance of the convent property was in exchange for an economic benefit from the
Sisters or the corporation. As a watter of form, the partership was under 00 obligation to transfer the convent property,
. even though it was undexstoad that it intended to do so. The partnership made its intentions clear in its Private Placement
Memorandum and during the negotiations for the purchase of the property. This does not automatically disqualify a
conveyance from being a gift. . ' :

The corporation may have expected to receive the property, but, because the partnership had no legal obligation to
transfer the convent property, the corporation protected its interests. The protection was in the form of a hi favorable
10-year lease. This 10-year lease, with & nominal stated annual rental, substantially reduced the value of the convent _
property- In addition, the corporation beld a morfgage note secufed by the convent property. Even if the partncrship had not
conveyed the convent propexty, the Sisters could have remained on the property without interruption. We are unable to
find, as respondent argues, that the corporation would not have sold the partnershig the property if it had not agreed to
transfor back the convent property or that the conveyance was a bargained-for exchange.

Respondent next argues that the contribution lacks economic substance. In order to have economic substance, the form
of the transaction must comport with the inderlying reality. A transaction that lacks economic substance should be
disregarded for Federal tax purposes. Gregory v- Helyering, supra. “A given result at the end of a straight path is not made
a different result becanse reached by following a devious path.” Minnesota Tea Co. v. Helvering [38-1 USTC 19050 1,302
U.S. 609, 613 (1938). _ ST :
Respondent asserts that the underlying reality of the fransaction was such that the partnership purchased only the
unimproved land and did not guxchasc the convent property. Respondent contends that the partnership paid $8 million for
the unimproved land and not $9 million fus (le-cunvent property and the unimy ved Jand. To support that contention,
respondent points to the fact that the $1 million morttgage note was not paid when due and that payment was not demanded.
Further, the X:mncrship, in its zoning application, represented that the $9 million was paid for the mmimproved Jand, and the
purchasc and recopveyance of the convent property was not referenced in the application. '

Petitioner argués that the convent property was purchased as part of the trausaction. Petitioner asserts that because the
partnership did not intend fo ntilize the convent propesty and instead intended to contribute the property back to the
corporation it does not automatically follow that the transaction lacked economic substance. Petitioner relies on Weitz v..
Commissioner, supra. In Weitz, the taxpayers purchased medical supplies at a discount, held the supplies for 1 year, and
then donated them to a hospital and took a charitable contribution deduction. The transaction was done through an agent
. and was motivated pnmarﬂ; to secure a tax deduction. The taxpayers did not know what & ment was purchased, where
it was stored, or to whorm it would ultimately be donated. The Commissioner challenged the deduction claiming that the
transaction lacked economic substance, This Court held that the taxpayers were entitled 10 the charitable contribution
deducton after deciding that the gansfer of the suppl‘ies was 2 gift, that the agent did rcpresent the taxpayers and not the
hospitals, and that the taxpayers were the true ownen? of the supplies. Weirz v. Commissioner, supra.

The Court in Weitz, as part of its holding that the .ttansaction had economic substance, discussed that the taxpayess bad
the right to beneficial ownership of the property, although they did not exercise that right. See also Skripak v. .
Commissioner [Dec. 41,907 J, 84 T.C. 285,316 (1985). During the year the taxpayers held the supplies, the hospital that
was to receive the supplies conld not use the supplies, even though they weye stored in the hospitap& warehouse. Atany
time during that year, the taxpayers could bave withdrawn from the plan and taken possession of the medical supplies.

The partnership here, however, did not intend to take possession of the convent property. Instead, it intended to donate
the convent pr?j)erty back to the corporation. The corporation expected to receive the property when the transaction was
complete. Simultaneous with the purchase of the property, tho convent property was leased for a $1 per annum rental apd a

-50-percent undivided interest in the leased property was also conveyed to the corporation. 3 The following year, the
partnership conveyed a 48-percent undivided mterest mn the convent property. At all relevant tmes, the Sisrers had
uninterrupted vse and enjoyment of the convent property, and the corporation had at least a 50-percent ownership interest.
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The partnership did not have or exercise any possessory right to the_éonvent property. In substance, the Sisters and the
corporation never lost possession, control, and, in essence, ownership of the copvent property.

Furthermore, the mortgage note secured by the convent property was pot paid, even though all other obligations
concerning the fransaction were being fully executed. The partnership’s representative, in a sworn affidavit attached to jts
zoning application, represented that it purchased the unimproved fand, but not the convent property, for $9 million.
Evidently the partnership did not allocate any portion of the purchase price or basis to the convent property. Uplike the
taxpayers in Weitz, the partnership, in substance, did not become the true owner of the convent property. 4

 The substance of the transaction, considered in its entirety, is that the partnership tEurv.:hased only the unimproved land
for $8 million. The $8 million purchase price is within the range of the other offers that had been made to acquire the .

. propetty. Although the face value may appear to be higher than other offers, the offer is comparable especially if one
considers the contract modifications reducing the mmnuunt vl caslt up fiont by $1.6 million and deferring payment of that
amount for a period of years. The transfer and reconveyance of the convent property was without economic substance, and

substance, of a gift to chatity. The form of the transaction, if respected, would have allowed the partoership a deduction that

.was designed merely to reduce its cost of acquiring the unimproved land. 5 We agree with respondent that section 170_was
not intended to encourage profit-motivated entities to enter into this type of structured transaction. The partnexship’s

. purchase of ap unwanted and unnecessary asset with no additional cost to it should not result in a tax bepefit where none
-was actually intended by the statutes or, as a mattey of substance, the donee received nothing more than it already v
possessed. The Sisters made clear their intent to selt the property and also to Temain in possession of the convent rty
to continue their charitable endeavors. They played a passive role i this transaction, except for the acceptance of a sales
price and the requirement that they remain in possession. It was the partnership that produced the subterfuge we must
ignore, Therefore, we find that the contribution lacked economic substance, and the partnership is not entitled to charitable
deductions for 1985 and 1986. ® .

Decision will be entered for respondent.

! All section references are to the Internal Revenue Code in effect for the years in issue, and all Rule references are to
the Tax Court Rules of Practice and Procedure, unless otherwise indicated.

2 Some documents presented at trial indjcate that there were approximately 44 acres plus the co;xvcxit_pro;»érty sold to
the partnership. Approximately 15 acres of the property were situated on the Budson River. Therefore, there were

approximately 35 acrcs of usablo property offered for aale. We notc that the different reférences to the amount of property
exchanged does not affect our decision in this case. o

. 3 Even if the partnership had failed or refused to convey the convent éropeny. its value was substantially decreased
because of the bargain lease to the corporation. We further note that the bargain lease was not a gift or contribution because
it was bargained for and became part of the legal obligations of the parties. Therefore, the convent property had little

’

commercial value and the only way the transaction makes sense is if the partnership gave the land to the corporation.

4 Some indications of ownership include:
(1) Whether legal title passes; (2) how the partics treat the {ransaction; (3) whether an equity was acquired in the -
propety; (4) whether the contract creates present obli‘ghation on the seller to execute and deliver a deed and a present
obligation on the purchaser to make payments; (5) whether the right of possession is vested in the purchaser; (6) which
party pays the property taxes; (7) which Fany bears the risk of loss or damage 1o the property; and (8) which party receives
the profits from the operation and sale of the property. * * * :

Grodt & McKay Realty, Iuc. v. Commissioner [Dec. 384721, 77 T.C. 1221, 1237-1238 (1981) (citations omitted).
5 With the expected charitable contribution deductions, the fuvestors expected to pay less than $8 million for the
upimproved Juod. Assuming a 50-percent op warginal wate for the investors, they may bave oxpected the deductions to

yield an additional $1.5 million. Considering the tax effect, the partnership would have only paid $6.5 million for the
imimproved property, which is less than the $6.9 million fair market value estimated by the real estate appraiser the

partership hired before it entered into the transaction.

6 Having found that the claimed contribution lacked substance, it is unnecessary to decide the fair market value of the
convent property at the time of the alleged gift.

A
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[98-1 USTC §50,164] Mount Merey Associates, Alan Berk, Tax Matters Partpoer, Petitloner v. Commissioner of
Internal Reveone, Respondent

49 6930V , TC Memo. 1994-83
[Code Sec. 170 ]

Charitable contributions: Deductibility: Kconomic substanee.-—A“Farm;rshlp was not entitied to claim charituble
contribution deductions for the donation of property to a religious order. ’mtzgarmcrship contracted to purchase from the
order unimproved land and a parcel of land upon which a convent was located. Following the purchase, the partnership
100K control of the unimproved land und loascd the convent property back to the order, It cventually transforred the convent
property back to the order. This trapsfer and reconveyance of the convent property lacked economic substance. The
transaction was structured in such a way that the order never lost possession, control and ownership of the convent
property, as cvidenced by the fact that the mortgage note secured by the convent property was pever paid. In essence, the
Sx;?é%s%ip purchased only the unimproved land; therefore, no charitable deduction was allowed, BACK REFERENCES:
11,690.051 : .

(CA-2), U.S. Court of Aggeals, 2nd Circuit, 94-4091, 2/8/95, 50 F3d 2, Affinning the Tax Court, 67 TCM 2267, Dec.

*>» Caution: This court has designated this opinion as NOT FOR PUBLICATION. Consult the Rules of the Court
before citing this case, € :

Present: FEINBERG, MESKILL; MCLAUGHLIN, Circuit Judges.

ON CONSIDERATION WHEREOF, it is hereby ordered, adjudged

, and decreed that the judgment of the Tax Court be and it hereby is AFFIRMED.

Mount Mercy Assaciates appeals from a decision of the United States Tax Court that it was not entitled to charitablc
dednctions claimed in its tax returns for 1985 and 1986. We affirm the Tax Court’s conclusion that there was no economic
substance to the transaction underlying the deductions.

The decision of the Tax Court is AFFIRMED.
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Pinna, Johnston & Burwell, P.A.

2601 Oberlin Road. Suite 100 Mailing Address:
) . Oaks of Fairview post Office Box 31788
” ~ Raleigh, North Carolina 27608 Raleigh, NC 27622
019/755-1317
‘ 019/782-0450 " Facsimile: 919/782-0452
h May 22, 2000

Hans Birle, Esquire

The Nature Conservancy

201 Devonshire Street, 5" Floor |
-Boston, Massachusetts 021 10 Via E-Mail and First Class Mail

Re: Wildlife Management, L.L..C. Contract

Dear Hans:

_ [ am writing to you on behalf of Wildlife Management, L.L.C.and TR c Vith
respect to the Option for Purchase of Real Estate from S a5 Trustee under trust.
agreement dated November 30, 1982. Specifically, I have been advising the above parties

~ with respect to the tax consequences of this transaction. I request the language under Section
3 entitled "Purchase Price" be amended to reflect the following:

1. The purchase price be determined by MAI appraiser selected by Buyer.

2. That no reference be ‘made to any $50,000 cash donation, but simply that a
$50,000 check will be written and received by The Nature Conservancy prior
to the execution of the Option which anticipates a $2,000 payment. ’

3. That contemporaneously with the execution of the Option, a single or double

' letter(s) of credit will be delivered to The Nature Conservancy for an agreed
upon amount which will expire subsequent to the expiration of the 14 month
option period. -

4. The letter of credit will be available to be drawn upon, if Wildlife
Management, L.L.C. exercises its option within the option period at the MAI
appraised value without a donation of the difference of $1,000,000 and the

appraised value to The Nature Conservancy.

WPP-3\Valentine.ltr
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Hans Birle, Esquire
May 22, 2000
Page - 2- -

5 Ifthe donation is made to The Nature Conservancy bysueuSENy:., then
the letters of credit will be released and the closing on the propérty can take
place at the fair market value as determined by the MAI.

6. There should be no reference to a promissdry note or deed of trust since
financing will not be necessary. :

- By modifying the Option accordingly, I feel it is clearer as to any charitable donation
* to a qualified charity without the necessity of our firm reviewing the trust agreements as to
charitable content along with the fact our client, TEG, has a clear donation to a
qualified charity with the same results to The Nature Conservancy. o '

If you can agree to modify the Option accordingly, I will instruct our clients to
proceed with securing and delivery of letter(s) of credit.

Thank you for your consideration and please feel free to contact me at the above
address.

Very truly yours,

PINNA, JOHNSTON & BURWELL, P.A.

WPP/dbm .
cc

i mE e,
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FACSIMILE: 6022575299 - WASHINGTON, D.C. 20036-1795 -~ FACSIMILE 2134399599 .-
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STEPTOE & JOHNSON _ FACSIMILE: 011.322639.4639 = 7 .

FACSIMILE: 011.44.207.357.8001
VERIFICATION: 011.44.207.367.8000

" VERIFICATION: 011.322639.4830

IMPORTANT: Tliis Pausimile is intended only for tho uca of the individual or antity to which it ik addressad. it may contain information fhat is —*———
. privileged, confidential, o otherwise protectad from disclosure under applicable law. 1f the reader of this transmisslon js not the intended =~ —
©_ reciplsnt or the employes or zgent responsible for delivering the transmission to the intended reciplent, you are hereby notified that any -
* digseminabon, Jistibution, copylng er uae of thia tranemizaion or its contents is strictly pmhibited.” i you have received this tragsmission v~ -

etror, please notify us by telephoning and retum the original transmiasion to us at the ahove address.

DELIVER TO:

P, Esq.
_egal Counsel
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COMPANY: Northeast Divislon of

VERIFICATIONNUMBER: . (617) 542-1908 g 218
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----- ... Septeaber26,2002. .- oo isi I

via Facsiniile and U.S. Post

Michael Dennis, Esq. I N T T T T T
 Geperal Coumse) ~~ T e S
The Nature Copservancy R o T ey e
4245 Fairfax Drdve ~ . . ' ' o

- .Axlington, Virginia 22203 -

Hans P. Bitle, Esq. ,

Legal Counscl, Northeast Division
The Nature Conservancy

201 Devonshire Street

Boston, Massachusetts 02010

Re:  Deductibility of the Amounts Paid for Properfy ’
‘Purchased from a Charity at 2 Premium '

N Dear Mike and Hans:

- You have requested that we update cfu‘r opinion letter of March 10,1997, which— -
discussed the tax consequences of the sale of certain tracts of land by The Nature Conservancy
~ (“INC”)! ata premium. We concluded that a potential purchaser would be entitiedtoa
charitable deduction for the premium payment. ' '

o In the present letter we do hot discuss any speciﬁc'txansacﬁbn but,'rather,'addréss
 the current rules that apply gencrally to charitable contrbutions involving a purchase of property
from a charity for more than the fair matket value of the property. ST e
1. Allowance of Charitable Deduction for Premium Paid _
. A A puréhas_er who f)ays a premium to purchase property froxa TNC should be . -
entitled to a charitable deduction under Section 170(g) of the Code for the amount paid in excess
of the fair market value of the property. The landmark case addressing the deductibility of - '
amounts paid for purchases of property from charities is United States v. Americun Bar

1 INC is & public charity described in section 501(c)(3) of the Internal Revenue Code of 1986, as -
amended (the “Code”). : _ ’ ‘

WASHINGTON PHOENIX L0S ANGELES 1DNDON - BRUSSELS
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. Michae] Deunis, Esy.
Hans P. Birle, Esq.
September 26, 2002
Page 2 .

Endowment, 477 U.S. 105 (1986). In American Bar Eﬁdoizvmént, the United S’t_ates Sﬁpreme-%:;-_
Court specifically recognized that a payment to charity can have the dual character of a purchase '

and & contribution, The American Bar Endowment (*ABE”) raised funds for its exémpt - 70wl T
activities by providing group insurance policies, underwritten by insurance companies, toits - - ...

. members. Because of ABE members’ low mortality and morbidity rates, the cost to the

insurance companies of providing insurance to ABE mernbers was uniformly lower than the — I
premium puidin a given yeas. The excess, called a dividend, was refunded to ABE inits ™ 0 T
capacity as the master policyholder for its members. All members were required to assign all —=-——--—--

policyholder dividends to ABE asa condition of participating in the insurance program. ABE LT
used the dividends for its charitable purposes. ABE advised its insured members that each -

" member’s share of the dividends, less ABE’s administrative costs, constituted a tax-deductible

contribution. The Court held that a charitable deduction for such dividends was not available ... -
because the premium paid did not exceed the fair market value of the insurance received. The
Court, however, wade clear that the rcsult would be different if the amount paid exceeded the’
fair market value of the benefit received in retum: S

Where the size of the payment is clearly out of proportion to the
benefit received, it would not serve the purposes of §170 to deny a
deduction altogethcr. A tuxpayer may thercforc claim a deduction -
for the difference between a payment to a charitable organization
and the market value of the henefit received in retumm, onthe
theory that the payment has the “dual character” of a purchase and
a contnbution. S :

Id. at 117. See also Treas. Reg. § 1.170A-1(d) (allowing a charitable deduction for amounts

~ paid to charities for annuity contracts in excess of their fair market value); Rev Rul. 70-15,

- 1970-1 C.B. 20 (same); Rev. Rul. 67-246, 1967-2 C.B. 104 (allowing a charitable deduction for - -
the price of a ticket to a charity ball to the extent that the price exceeded the fair market value of ..

admission). ' - R : ‘

:  To determine whether a part of a dual payment is deductible, courts and the
Internal Revenue Sexvice (the “Service”) use the following two-part test. First, the payment is -
deductible only if and to the extent it exceeds the market value of the henefit received. Second,
the amount in excess of fair market value must be paid with the intention of making of gift.
American Bar Endowment, 477 U.S. at 117. This two-part test was first articulated in Rev. Rul.
67-246, supra. In 1997, this test became incorporated in its entixety in Treas. Reg. section
1.170A-1(h)(1). See T.D. 8690 IRB 1997-5. : :
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Michael Dennis, Esq.
" Hans P. Birle, Esq.
Septembex 26,_2002. R

The amount deductible for dual payments is iited to the excessof:

. the amount of any cash paid and fair market value of any propexty (other. o
than cash) transferred by the donor to a'charity over . e
e the fair market value of the goods or services the ofgamza' ation provides in-

renn.
" Trees. Reg. §1.1 70A-1(h)(2)(i),» o

: Yo PLR 200213021 (Dec. 14,2001), the Service applied the two-parttesttoa
fund-raising activity of a tax-exempt church. In that ruling, Taxpayer, a church, constructed a
columbarium on the church’s property. The columbadum included niches for the internment of
cremated remains and cenotaphs for the remembrance of those buried elsewhere. Taxpayer
offered its members the opportunity to purchase the right to use the niches and cenotaphs ata .
price significantly exceeding the fair market value of the nichcs and cenotaphs. Each puxchaser

_executed a Donor’s Agreement which set forth the fair market price for the niches and cenotaphs.
The Donor’s Agreement made clear that Taxpayer would not furnish any goods ox services
custoxarily offered by funeral homes. The Service concluded that the amounts in excess of the
fair market value of the niches and cenotaphs qualified for a charitable deduction because the
donors were propesly informed, by way of the Donor’s Agreement, that the fair market value of
the benefits being purchased was $d for a nictie and Se for a cenotaph and that only the amount
iu exoess of the fair market valuc was being solicited as a gift. ' '

" The charity should determine the amount of payment attributable to the purchase
of privileges or benefits and the amount solicited as a gift in advance of the solicitation. ‘Rev,--- -
Rul. 67-246, supra. The charity naust notify its dopors of the amounts allocable to the purchase .
- component and the contribution component of the payment. Rev. Rul, 67-246, supra; Rev. Proc. |
90-12, 1990-1 C.B. 471. The donor may rely on the charity’s good faith estimate-of the fair *
market value of the property provided by the chagity in return for the donor’s contribution.
" Treas. Reg. §1.170A-1()(4). ' '

_ Thﬁs, if TNC sells any property ata pnce in excess of the property’s fair market
value, the premium payment will be deductible to the purchaser under Section 170(a) of the

Code so long as the transaction makes clear that the purcbaser intends to make a gift to TNC ol
~ the premium amount. -

. Additional Limitations |
If all or part of the dopor’s premium payment to TNC consists of property other
than cash, the amount of the charitable deduction will be subject to the limitations provided in

sections 170(b)(1)(C)() and 170(c) of the Code and sections 1.170A-4 and 1.170A-4A ofthe -
regulations. See Treas. Reg. §1.170A-1(h)(2)®)- ‘
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R P e - e e et e e e P e A
A. Reduction in the Amount of the Contribution - :
" Generally, the amonnt of charitable deduction allowable fof a contributionof ... -
property other than cash is the fair market value of the property at the time of the coptribution. . e
Treas. Reg. §1.170A-1(c)(1): Fair market value is defined as the price at which the property - - - -, - -
- would change hands between a willing buyex and a willing seller, neither of Wwhom was under . ;
any compulsion to buy or sell and both of whom had reasonable knowledge of the relevant facts. ~- -
Treas. Reg. §1.170A-1(c)(2). The fair market value of contributed property is determined by ... ... ...
taking into considcration “the most active and comparable market place #t the time of the™ "~ =~ T
donor’s contribution,” and the xestrictions, if any; placed on the property by the donor. Rev.Rul, -

80-233, 1980-2 CB. 69; Rev. Rul 85-99, 1985-2 C.B. 83. ‘Evidence of the donated property’s = ™ "~ *"
_value includes: - - = _ ’

. valuation by a qualitied appré.is_ér;

- ' the donor’s cost of purchasing thc property, if the purchase oceurs shori:ly'
: before the donation; f

. 'tlie sale price obtained by the dobee in a resale, if the‘resalé occurs shofﬂy
after the donation; . ' - -

R

. market sales price of comparable property.
&'D‘ill‘a‘rdv. Commissioner; 20 T.C.M. (CCH) 137 (1 961); Rev. Rul. 80-69, 1980-1 C.B. 55.

_ -The charitable coritribution deduCtio_(n for gifts of property other than cashis -~ -~
required to be reduced by the amount which would not have been long-term capital gain if the
~ property had been sold by the taxpayer at its fair market value at the time of the coniribution.
Code §170(e)(1)(A). The determination of whether an asset would produce long-term capital
guin depends on (1) whether the asset is a capital assct under the Code and (2) whether the asset
was held for a requisite period of time. Capital assets are defined as any property held by a
taxpayer other than property expressly excluded from the definition of capital asset by section
1221 of the Code.. Code §1221(a). Assets excluded from the definition of capital asset by
section 1221 include property such as inventory, depreciable property used in the donor’s trade
* or business and accounts receivable.? The holding period necessary to produce long-term capjtal
- gdinis one year. Code §1222(3). Because the entire gain from a sale of an asset that (1) does
not meet the definition of capital assct or (2) bas not been held for at Jeast one year, would be

2 For charitable deduction purposes, propexty which is used in a donor’s trade or business, except
for the amount claimed as depreciation on such property, is freated as a capital asset, even though
section 1221(2)(2) of the Code excludes such property from the definition of capital asset. Code "
§170(e)(1)(flush language). '
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orciinéfj income, a contribution of this type of asset would be dédﬁcﬁbié only in the a’x.I-lgizmt.of o
the dopor’s basis in the asset. Code §170(e)(1)(A)- ‘ - T

s ome——- Even capital assets held for more than one year, bowever, are not necessarily .-l
entitled to the full fair market value deduction. Certain provisions of the Code require capital - . -
S gain to be treated as ordinary income. Capital gain recharacterized as ordinary income under ..~ -~ "~ .-
.“=- " applicable provisions of the Code is not allowable as 2 charitable deduction. Section 1245(a)(1)

R of the Code provides that, in the case of a sale or other disposition of deprecjable tangible - - =
S property, the amount previously claimed as depreciation on such property is treated as ordinary - T

— . v, -

incomg (not to exceed the taxpayer’s actual gain on the sale or disposition of such property).--— ~—=———
Treas. Reg. Section 1.170A-4A(d) provides that a charitable deduction is not allowed forany =~ 77
amount treated as ordinary income under section 1245. The interplay of section 170(e)(1)(A). -

and section 1245 means that depreciable tangible property which is subject to depreciation. - R
recapture under section 1245 js deductible only in the amount of the property’s fair market value = -
minus the amount of the depreciation recapture. : ' : : '

Accordingly, if 2 donor’s contribution to TNC consists of property that (1) does .
not meet the definition of a capital asset under section 1221 or section 170(e)(1)(flush language) .
of the Code; or (2) has not been held for at least one year; or (3) produces capital gain that is
.. recharacterized as oxdinary income under applicable provisions of the Code, the amount of the
I © donor’s charitable dediction for the contribution of such property will have to be reduced nnder -
' section 170(e) of the Code, as described above. : ' i '

,_B. Allocation of Basis

e o Ifa dbnor’s payment consists of both cash and appreciated property, the N

contribution of property is likely to be treated as a bargain sale to a charity. See Code §1011(b).
Ordinatily, the term “bargain salc™ refers (o a salc of property by a donor to a charity at below
the property’s fair matket value rather than to 2 sale of property by a charity to a donor at above
the property’s fair market value. Nevertheless, in P.L.R. 8305075 (Nov. 3, 1982), the Service =
S " held that a sale of an annuity by a charity to a donox for more than the annuity’s fair market value
i was a bargain sale. In exchange for the annuity, the donor in P.LR. 8305075 transferred to the
. charity his interest in a certain famm. The Service held that the excess of the fair market value of
ihe interest in the fanm over the fair market value of the annuity was deductible as a charitable
contribution. The Service also held that, in determining the amount of gain resulting from the
bargain sale, the donor had to allocate its basis in the donated property between the sale clement’
and the gift element, as required by section 1011(b) of the Code. The result of the basis - ‘
allocation is the increase in the donor’s taxable gain recognized on the exchange. Because the
" donor’s entire payment in P.L.R. 8305075 consisted of appreciated property, the Service did riot
need to address how the basis allocation rules would apply to payments copsisting of both
appreciated property and cash. : v o
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: _"The rules for allocating basis are provided in Treas. Reg. section 1.101 1-2(b). -

"' hét regulation provides that the adjusted basis of the property which is sold or exchanged is that -
poition of the adjisted basis of the entire property which bears the same xatio to the adjusted S
~---bagis as the amount realized bears to the fair market value of the entire property. The application ----——

" of ihis rule is straightforward in situations where the donor’s entire payment consists of - T
‘appreciated propérty so that the entire amount realized is attributable to that property. Itis not so
. straightforward in situations involving payments copsisting of both cash and property.: L _
"7 Presumably, bécatise the amount realized in exchange for a payment consisting of bothcash and -~~~

SR SUu—

- property is atxibutable to both cash and property, the amount realized has to be allocated -7 .. 00"
~"between the cash and the property before the rule of Treas. Reg. section 1.1011-2(b) can'be” "7 7 =7
applied. Considering that the fair market of cash is-its face value, the basis attributabletothe .~ .

sale postion of the transaction can then be calculated as follows:

basis of the porﬁon sold = " (amount realiz_ed — cash)
basis of the entire property fajr market value of the entire property

C.  The30% Ceiling on Deductions by Individual Donors in a Single Year .,

, Tn the case of individuals, charitable contributions to tax-exempt public charities,
stich as TNC, are normally deductible to the extent of 50% of the donor’s adjusted gross incowe,
_derermined withowt regard to net operating loss carrybacks. Code §170(b)(1)(A). However, in
* the case of charjtable contributions by individuals of capital gain property, the total amount of
the charitable deduction is limited to 30% of the donor’s adjusted gross income. Code
§170(b)(1)(C)(i). The 30% ceiling applies only to contributions of capital gain, property the fair
* market value of which is not required to be reduced under section 170(¢) of the Code. See IB.1, -

- - supra. The amount of the contribution in excess of 30% of the donor’s adjusted gross income js-—————
allowable as a carryover in each of the five succeeding taxable years in order of time. Code '
§170(b)(1)(C)(ii). In the case of corporate donors, charitable deductions are always limitcd to .

- 10% of the corporation’s taxable income, computed with certain adjustments, regardlessofthe -
* type of the donee or the type of the contribition. Cade §170(b)(2). The amountofthe | o
contribution in excess of 10% of the corporation’s taxable income is allowable as a carryoverin -
" each of the five succeeding taxable years in order of time. Code §170(d)(2)(A)-

JII. -Substantiation o . S o

A  If all or part of the donor’s dual payment consists of property other than cash, the
donor must obtain a qualified appraisal of such property within 60 days prior to closingto
‘determine the fair market value of the property and thus the amount of the premium. See Treas.
Reg. §1.170A-13(c)(3). The appraisal should include the following: (1) a description of the .
property being sold; (2) the date of the appruisul und the closing; (3) the terms of the transfes; (4)
the name, address and federal identification number of the qualified appraiser; (5) the
" qualifications of the qualified appraisal; (6) a statement that the appraisal was prepared for
income tax purposes; (7) the appraised fair market value of the property; (8) the method of
- valuation used; and (9) the specific basis for the valuation, such as specific comparable sales
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transactxons Treas Rs:g. §1. 170A-13(c)(3)(n) While thc appralsal is rcqmrcd to state the _falr
- - market value of the property, itisnot necessary for the apprmsal 10 state the vuluc uf e

pemm e

e R S VS S O e e o

Ifyou have any questxons or would hke to dlscuss these issues ﬁu’ther pleasc gwe
meacall. . . . _ _

(- e P S
)
o L i
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CHOATE HALL & STEWART:

MEMORANDUM

© _’_fo: o HansP Birle, Esq

v_i‘Date October 18, 2001 - _ .
o Re - Status of Negotlatlons w1th Herrmg Creek Acquxsrtlon Company Regardmg “Tax

Make-WhoIe Payment” RO

, The basxc deal between The Nature Conservancy (“TNC”) and Hemng Creek' '
~ Acquisition Company (“HCAC?) i is that TNC will cover any tax lability incurred by HCACasa
* result of TNC’s having conveyéd Lots 2 and 3, Blue Heron and Sanderling (collechvely, the -
v“Conveyed Lots) to HCAC for no consideration, but subject to the further agreement that TNC
will receive a credit against the “tax- make-whole payment”. (the “TMW Payment”) to reflect the
charitable deductions that HCAC will be able to pass through to its members based upon HCAC
havmg made a bargain sale gift to TNC: (the “Bargain Sale Gifi”) of some portion of the

“‘preemptive rights” under the so-called 1969 Agreement. Currently, there is a $3,299,000 (plus . "

some amount of accrued interest) escrow account (of which DAy— of Nutter, McClennan :
& Fish and I are the CO-eSCIOW agents) to cover the TMW Payment.

. Calculatlon of TMW. Pavments Pnor to lemgr Anv Effect To Bargam Sale Grft

HCAC and TNC have agreed that (a) the federal tax component of the TMW Payrnent
~will be calculated by multiplying the fair market value (“FMV’ ’) of the Conveyed Lots by .2 and
then dividing that product by .8 and (®) the state tax-component of the TMW Payments will be
~ “.calculated by multlplymg the FMV of the Conveyed Lots by .05, and then dividing that product
by .95. SEEMENR: of Meredith & Grew provided a real estate appraisal which states that the
- FMYV of the Conveyed Lots is $6,375, 000. Using this FMV and the agreed upon formula the
: TNW Payment before giving any. effect to the Bargam Sale Gift would be as follows ’

| - Federal Component $6,375, 000x 2+ 8—,_ E 1,593,750. 00
~ State Component $6,375, OOOx 05:95= 7 33552600
Total TMW Payment: T $1,929,276.00
3325318v1
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. ”connection with TNC’s acquisition of the “preemptive rights™. After a fair amount of debate anid

' Status of Negotiations with Hérn'n‘g Creek Acquisition Comp.any Regarding Tax "Make—Whole.: JE

Payments"

- Memorandum
~ October 18, 2001
Page2

Calculation Of Baféain Sale Gift

." The first step in establishing the Bargain.Sale Gift is establishing ‘an FMV for_the’
“preemptive rights”. Jiewse has appraised the “preemptive rights”. at $14,000,000 and a’

~ second appraiser, ' Appraisal/Economics, Inc. in'.Chicago, Illinois) has also’
- ‘concluded that th€ “‘preemptive rights” are worth at least $14,000,000 (although iy’
~ employed a dramatically different methodology *for his valuation than did EEgRe_ 1o
‘established that value on more or less a real estate appraisal analysis). HCAC has indicated that

- itis willing to agree that the “preemptive rights” have a value of $14,000,000. Thus, thedargain -
“Sale Gift will equal $14,000,000 minus the total consideration received by HCAC from TNC in

~ discussion between iy and I on behalf of TNC and Nl andSiNEE on

.- behalf of HCAC; the current positions of the respective parties -;egﬁd_in_’g the calculation of th
~ Bargain Sale Gift are set forth on the attached Chart 1. R

The Bargain Sale Gift amount in the TNC column on Chart 1 will obviously increase ‘as’
the TMW Payment is decreased to reflect the credit for the Bargain Sale Gift (although my
algebra skills are far too limited to include any detail in this memo as to exactly how the variable = .1"

" for the '_I“MW Payment and the variable for the Bargain Sale Gift figure are finally brought into’) T
equipoise with one another). Based on the current statements made by . 2nd mthéy . oot

L and HCAC have determined that the Bargain Sale Gift amount is more or less $1,000,000 andso :. "

it would appear that Fggiiliifand*SjjJil would simply adjust one of the othier items in the HCAC i+ ..°
column on Chart 1 (most likely the “enhancement” value item) to offset any reduction in the .
TMW Payment line item so as to maintain a bottom line Bargain Sale Gift calculation of roughly : -~ - °~
$1,000,000.. : . ) S

. ' Applying Credit For Bargain Sale Gift To The TMW Payment -

. There also seems to be some disagreement between TNC and HCAC as to how the credit -~ '
for the Bargain Sale Gift is reflected in the TMW Payment. TNC takes the position that the total > - -
amount of the Bargain Sale Gift should be deducted from thé FMV for the Conveyed Lots prior - - - .
to calculating the federal tax component of thé¢ TMW Payment. The reference in the Agreement [

- between TNC and HCAC that the tax savings for the gift would be “calculated on the basis of a .

_ presumed federal tax rate of 20%” was meant to show that the tax savings would be deemed to - ~[:: %
parallel the capital gain rate of 20% that would be applied to the overall transaction as a capital =~ - o -

 transaction (and would not be based on, the actual tax savings to those members of HCAC who ", " - s

‘would be using their share of the charitable deduction against income that was taxed atarate. .

- significantly higher than 20%). Since there is no charitable deduction available against state -

income taxes in Massachusetts (and it was the Massachusetts capital gain rate that was used to

calculate the state component of the TMW Payment), there was no corresponding credit to the -

state component of the TMW. Payment calculation. HCAC contends that the credit for the

Bargain Sale Gift should simply be 20% of the Bargain Sale Gift amount and nothing more; that

is, there should be no “gross-up” for the savings even though the credit is being applied against a

~ “grossed-up” tax payment on the other side of the equation. The net result of HCAC’s position

 3325318v1
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Paymen ‘ :
Memorandum .
October 18; 2001

is that TNC only getsa $20 000 credxt,for'each $100,

3325318vl
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FROM«: TNC HENRY’S FORK ARER FYECT  FAX NO. @ 208 522 1944 (™ May. 31 2000 ©8:4€A P1

MAY-15-2000 11::4 ' paT UP NTL TAX. 2B 6384 P.g-.
. . v : Postit* FaxNoe 7671 'Date LEA 1
- Deloittee ™~ i S
__Touche I A A
) ad S Phone # * - _
Fx? o ~e— -4~
A N S TR TRVE ) YT
Deloitte & Toucho LLP Telophons - 0287852 '
' - 555 1 St NI, Sube 500 receni -02.87%305'
: o | Washington, DG 10004 | o delofe.com
Ta . | - CompanwOffice: e ' : T
wiilbigw The Nature Co aservancy - Eastern Idgho Office
FaxNumber, . Phone Number. : -
208-5224944 . 208-522-4350
From: . L Office: - ) -
P Washington Di>
- Fax Numbder: Number of Pages (including this onef: T
202-661-1251 - | I
Date: . To-confirm recelp!. or if you'do not receive all pages, pleass call:
U May 19, 2000 ' 202-879-4996 |

—

Following i¢ our draft memo. We have sent it in draft {5 ensure we have answered the question: - >u
requested. Please call me at (202) 8794996 with any cuestions or comments. :

AN

’ mwwum:mbmwawWMmmkmmmw‘nfomndmmmdbra spacific
indhidual and purpose. Thls telecopied informtion jé private 300 protecta § by law. If you ore not the intended recipient, you sre
heredy notified ther any disciosune, capying or distribution. of the taking of any acon based on thee conlents of this infonmation, is
stictly prohibiad. :

e
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FROM': 7NC HENRY'S FORK AREA “"YECT FAX NO. @ 288 5221944  (\ May. 31 2008 ©8:4€R P2
T MAv-19-2800 i1:15°  °  DRT LLP NATL TAX 2e2 638 7849  P.O2 1t

= Deloitts &
Touche |
[AY - Memo

Deloltts & Toiche LLP - Telephone: 202-879-530¢
National Tax Facsimile: :

388 12th 8t, NW Suite 500 © waWLus.delolite.com

. pam - May15,2000 '_ Dk AF
e Ta Allen May _ o , r
The Nature Conservancy, Eastern Idaho Office

-

Subject  Dimmond D Corporﬁtion_Questions

The purpose of this memorandum is 1o respond, in general tarms, to the questions posed in
your fax dated May 2, 2000, as they pertain to the tax implications of the conversion of Double
D Corporation to a Subchapter S Corporation (S Cor2”) and the subsequent grant ofa
qualified conservation easement, ,

This mamorandum is a confidential commumication between Deloitte and Touche LLP
("D&T") and The Nature Conservancy and is not to be relied on by, or exhibited to, third
arties without the express written consent of D&T. Tle discussion of the issues and
recommendations contained in the memorandum are bused on the facts and ossumptions set

- Jorth hersin, and the published authoriiies as of the daiz of this correspondence. D&T

. assumes no obligation to update the memorandum for ¢ny future changes in tax law,
regulations, or other interpretations. The effect of this srrangement under any state or federal
law ather than as specifically stated herein is beyond 1) e scope of this memorandum.

The memorandum is a general discussion of concepts and is not intended to be an apinion of
income tax consequences regarding any particular trar. saction. In addition, this memorandum
will not address the federal or state income tax. implica ions of any specific transaction to
either the shareholders of Double D nor to The Nature Conservancy. Should a specific
transaction be contemplated, the information discussed herein should be evaluted in light of
the transaction and we will offer advice or opinions ba:ed on the documentation of the

- transaction as represented at that time.

- 5ﬂ-'ﬁqn5 [o)v ‘-(oq%/(?/

szljc’Wt/WL 7 -
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" During our May 2, 2000, conference call, we discussed various s&ategies for using tax saving; -
Yo accomplish the goal of protecting land owned by B suble'D:Gorporation. Two families, the

olisailgm and presently own the Double I) C, ign, The, J oy .
C'TNC") indic at initially the Irvings wanted to :ox_‘f&? Mﬁm Y 57105 L‘(
part of an overall plan to transfer their ownership to t+ ¢ Aglinhamgms As indicated. the jntent :

was to carry out this purpose through a part sale/part ¢ift 1o the TNC followed by the TNC’s
sale of Double D stock to thy - _

However, as discussed, because the land is held by Dc uble D, the individual shareholders
vaniot claim a charitable eontribution dodustion on thif pervonal retume for the contribution
of the easement to TNC by the corporation. Thus, nei her thedaggupgrcor the SRS woull.
obtain any economic benefit from a charitable contribition deduction resulting from a gift of
the consetvation eascment. Any benefit from the gift »f the casement would be trapped in

Double D, which is not expected to produce sufficient income to fully utilizg'the' deduction.

During our discussions we identified a pogsible altern: ts structure whercby ownership could -
be transferred between the two families, without inters ention of TNC. The 100% successor
owners, the SRS, could then clect subchapter § 1 tatus for the corporation, and through
the § Corp donate or sell an easement to TNC. If then: is a charitable contribution of the
easement it would then “flow-through” to the sharehol ders for deduction on their individual
tax returas, subject to limits outlined i IRC §170. :
‘Questions Posed by The Natare Comservancy ‘

1. What are the issucs surrounding the election of Sulichapter S status?

P 2. Would the grant of a qualiﬁcd conservation easem :nt trigger corporate level tax on “built
= in gain” of the Subchatper S Corp assets? -

3. What are the issnes surrounding the bargain salc of an easement 1o TNC by the‘
once they have elected Subchapter S status for Dox ble D?

4. What is the required holding period of the S Corp f rior to donating a conservation
easement to The Nature Conservancy?

5. What are the implications on the shareholder’s ability to deduct the charitahle contribution
ou their personial returns (after electing Subcobapter S status) if The Nature Couservancy
pays a small amount (i.s. bargain sale) for the easeinent? :

6. Can the shareholders take advantage of the IRC §2:)31(c) exclusion for estate tax
purposes? :
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1. Election of Subchapters Status

Assuming that the altemate plan suggested by D&T is followed and that the dguimmmmsell their
Douhle D Corporation stock to the* 3, you ha /¢ inquired as to whet the consequence;
would be of the SEEonverting the Double D Corporation to an § Corp. ,

A corporation must meet the requirements of several statutory provisions and elect to be -
treated a2 an S Corp. We have attached the federal Fcrm 2553 and the instructions for your
review which detail thepmoessmdthomqunememx ‘or electing Subchapter S status,
However, we wish to again point out that we arc not offering advice on thedNRE family’ s
need or ability to elect Subchapter S stams. The discussion which follows accordingly is
predicated on thedidiINg ahility to choose t to clect Subchapter S status.

Upon election of Subchapter S status, the assets held ty a C corporation are subject to the -
“built-in gains” (“BIG”) tax rules of IRC §1374. Uncar these rules, corporate level tax may
apply irrespective of the basic § Corp rules dictating tx at the shareholder level only under
¢értain circumstances. Essentially, IRC §1374 requires that any appmcmion inthe C
Corporation that has not proviously been taxed may be: taxed at some pointif a “tnggmng
eveat” occurs during the 10-year period following the date of conversion. This tax is only
triggered upon the disposition of an asset or the recoguiition of 2 built-in gein jtern within a-1(-
year period from the date of the election. Each year tkere are two limitatjons to taxing the BI3
N at the corporate level which are (1) the total net unrealized built-in-gain at the time of the §
Sy conversion and (2) the total taxable income of the cur :ent period.

Generally, we recommend obtaining an appraisal to “fix” the value of any assets held by the
corporahon at the time of the election, thereby “locking in” the amount of net bujlt-in gain .
which is potentially subject to the BIG tax (subsequen: appreciation may not be subject to the
BIG tax). If no appraisal is obtained, it may be very ¢ fficult to substantiate the value of thos::
agsete on the date of conversion at the point in the future when the assets are subsequently sold
or upon audit.

2. Graniing of an Easement as a “Triggering Event”
1N general, RONIAXaDIE TANSACUONS, SUCH 25 the chantable SNt Of 8N casement On bULIt-m gain
property, do not constitute a recognition event for trigy enng the BIG tax, though a part
sale/part gift would.

‘3. Implications of a Bargain Sale of an Ea.sement

As noted above, should TNC purchase a consérvation sasement frem Double D Corporation
{now an S Corp) in a bargain sale, a pro-rated amount f the built-in gain would be tnggered.
(Note - all asgets of the corporation are valued, at the 1ime of conversion, to ascertain the
maximum taxable amount of built-in gain the corporat on may be required to pay tax on,
however, here we are assuming that the gain on the sale of the land does not exceed this
limitation and that there is no debt attached to the land ). Assumc the following:

314



"FROM © “TNC HENRY’S FORK AREATYIECT  FAX NO. : 288 522 .1944 (7 May. 31 2000 @8:51A PG
) - - Hﬁ'\’-—.lg-m 11237 . DT LLP NATL TFGX 202 638 7849 P.gg 11

Diamond D Corporation Questions | DR A FT | s

the assets acquired prior to electing Subchapter 8 stati:s carries over to the newly elected S
Corp pursuant to IRC §1223. In other words, if the la xd was held for longer than 12 months
by Double D, any gain or loss recognized upon the sale would be long-term capital gain, As it
has been represented that the land has been hald by thy: corporation in excess of 12 months, the:

~ reduction in the charitable contribution under IRC §170(e) is not applicable, and there ig o
“waiting period” required once Subchapter S status has been clocted for the donation and/or
bargain sale of the eacment to oocur. - ’ :

4. Ability of Individual 1o Untilize Charitable Contribution Deduction

Each individual’s ability to utilize the charitable contr bution passed through from the S Corp
will be dependent upon their personal inenmetaxposiﬁonandtheirbasismtheirs Corp

. interest. A shareholder of an § Corp is limited in the : mount of losses and deductions
availablc'tobeukmmthdrpasonaltaxmmsto'thqiradjuswdbasis in the § Corp and any
indcbtedness of the § Corp to the shareholder, _

In this rogard, the S Corp shareholders (presumably, members of the SWSNYfrmily) should
each soek counsel ag to the consequences of the propo sed transaction on their individual tax
situations. _ : '

$. Availability of IRC §2031(c) Exclusion from Gross Estage

Under IRC §2031(a) the valuc of the groes estate of a -lecedent includes the value at the time
of their death all property, real or personal, tangible or intangible, wherever situated. The
Taxpayer Relief Act of 1997 added IRC §2031(c) Whi:h provides that an executor of an estate,
o -upon making =n election, can exclude the lesser of the applicable percentage of the value of
A Jand subject to a qualified conservation casement, rech ced by the amount of any charitalile
o ' deduction that was taken by the estate with respoct to 1uch land under IRC §2055(1), or the
“exclusion limitation”, Applicable percentage is defined as 40% reduced by 2 percent for each
point by which the value of the qualified conservation sasement is less than 30 percent of the
value of the land (determined without the easement but reduced for retained development
rights). _ - : A
This exclusion is available for land which was either e scumbered during the lifetime of the
decedent or upon death through operation of a will or nther means. : ‘

This exclusion is applicable for decedents dying after Jecember 31, 1997, and is kimited to
$500,000 for the year 2002 and after. For decedents d 7ing prior to 2002 there is a table
provided in the statute which phases in the exclusion.!

In addition, it appears that the exclusion is available fc ¢ interests held through a partnership,
corporation or trust if at least 30% of the entity is own d (directly or indireetly) by the -
decedent in accordance with the attribution rules founc. in IRC §2057(e)(3), which eseentially

- means the decedent or the decedent’s family must owr 30% of the partnership, corporation or
trust, ‘

It is important to note that IRC §203 1(c) delineates the requirements that land subjecttoa. B

! This exclusion is in addition to the qualified family owned busiicss deduction provided under IRC §2057.
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FMV of land at date of S election S 1.000,000
Basis to the corporation (inside basis) 250,000 Ok
Appreciation potentially subject to BIG _750000 - 4 J S0
, _ : MYy
FMY of land at time of granting of casement - 000,000
FMV of land with easement in place 800.000
Basement fiir market value 200,000
Purchase Price of easement E o 25,000

‘Under the part sale/part gift rules found in IRC §1011 and the regulations thereunder, upon the
granting of an casemeint for less than its fair market value, the S Corp would be required to
allocate basis to the casement in a proportion equal to he fair market value of the easement
over the fair market value of the land unencumbered. 1n this instance the easement’s basis
would be $50,000 (($200,000/1,000,000)*250,000). H swever, since this would be a bargain

- sale, the basis needs to be further allocated between th: sale porticn and the gifi portion of the
conservation casement, The basis allocated to the sale portion would be $6,250
(6525,000/200:000)*50;000): '

The remainder basis of $43,750 would be allocated to - he charitable contribution portion of the
bargain sale. : : : S :

Based on the foregoing, the gain from the sale portion it the corporation level would be
$18,750 (525,000 - 6,250), wiich could potentially be subject to the BIG tax currently. The
Ty : contribution portion would not be taxed, as a charitabl: contribution is not a triggering event
o for the BIG tax. However, the amount of the charitably contribution, which would flow
through to-the shareholders based upon ownership perc entage, would be $175,000.
The end result is that the entira(ﬂS,‘TSO ggin may be s bject to tax at the corporate Isvel,
~subject to certain limitations discussed above,@ﬁ\m anount equal to the $18,750 gain (net of
the tax paid) at the corporste leve] W(E])@'\be subject to tax at the shareholder lovel (i.e.
since the § Corp is a “flow-through” entify).

Assuming the entire amount of BIG is taxable, the tax jaid by the cotporation would be
186,562.50 (35% * 18,750). As a side nofe, if the Corpc rafion has a net operating loss
carryforward or & capital loss carryforward, these amot ats may be used to offsct the built-in
gain recognized at the corporats level. Algo, keep in mind that any built-in gain recognized, -
net of the corporate level tax paid, is also taxed at the individual level When it is passed
through to the sharcholders on their Schedule K-1s. Tte charitable contribution of $175,000
would also be passed through to the shareholders based upon their ownership percentage. |

3. Required Holding Period

There is an additional limitation under IRC §170(c) which requires that the charitable
contribution deduction be reduced for any amount of g: in which would not have been long
term capital gain had the propurty in question been sold. Short term or Jong-term gain or loss

- characterization is based upon the length of time the as: et has been held. The hoMing period of
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conservation casement rnst meet in order to qualify for the exclusion. The encumbered land
will qualify if it is located—

) in of within 25 miles of an area which, on the date of the decedcat’s death, is a
- metropolitan area (defined by the Office o~ Management end Budget),

b) in or within 25 miles of an area which, on he date of the decedent’s dearh is a
- national park or wildemess area designated as part of the National Wildernees
Preservation System (unless it is determinid by the Secretary that land in or within
25 miles of such a park or wilderness area is not under significant development
pressure), or

¢) in or within 10 miles of en area which, on be date of the decedent’s death, isan
- Urban National Forest (as designated by the Forest Service),

d) mmuombymdwmmdmmtmamde's&mnyatanﬁm
during the 3-year period ending on the date of the décedent’s death, and

e)" with reapect to wlnoh a qualified canservation easement has been made by an
eligible individual purmant to the provisions of this section.

Note that the aforementioned requirements apply to th3 exclusion (only) and not to the
-deduction. Whether or not the fand held by the Doubl: D Corporation mests the above

- definition or whether this would apply to theeEMNNR: would have to be evaluated by an
appropiate party, and we are not currently making that determination for TNC. The -
conservation eassment must be “quelified” as defined n IRC §170¢h)(1), which defines a
qualified conservation casement for charitable contribution purposes. In addition, if there are
rights retained by the grantor of the easement, there wyld be implications on the valuation of
the exclusion as well as the valuation and qualification of the easement for charitable

cantribution purposes. '

It should be noted that the ” ent has nct issued regulations to assist taxpayers
in the application of the exclusion provisions. Our dis nussion above is limited to the statutory
language enacted as IRC §2031(c). : : :
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Exhibit 8.1

May , 2001

The Forest Bank, LLC

c¢/o The Nature Conservancy
339 East Avenue, Suite 300
Rochester, NY 14604

The Forest Bank, LLC
U.S. Federal Income Tax Opinion

Ladies and Gentleman:

We have acted as counsel to The Forest Bank, LLC, a Delaware limited liability company (the
“Company”), in connection with the preparation of an S-1 registration statement filed on
March 2, 2001 (the “Registration Statement™) and the offering and sale (the “Offering™)
pursuant to the Prospectus contained as part of the Registration Statement (the “Prospectus™)
of 15,000,000 Preferred Units of the Company. The Company is governed by the Amended
and Restated Limited Liability Company Agreement of the Company, dated as of May
2001 (the “LLC Agreement”), by and among The Nature Conservancy, a District of Columbia
nonprofit organization (“TNC”), and other persons who are record owners of membership
units in the Company (as identified in the LLC Agreement). Capitalized terms used herein
have the same meanings as ascribed to them in the LLC Agreement. You have requested our
opinion regarding certain U.S. federal income tax matters in connection with the Offering.

‘In giving the opinions set forth below, we have reviewed original or copies of the following: -

1. the LLC Agreement, including the exhibits thereto;

2. the private letter ruling addressed to TNC from the Internal Revenue Service, dated
July 20, 2000, with respect to the Company (the “Private Letter Ruling”);

3. the forms of the Nature Conservancy Conservation Easement, the Forest Bank
Management Easement, and the Forest Bank Management and Conservation
Easement; - :

4. the Subscription Agreement;
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The Forest Bank, LLC
May 2001
Page 2

5. the Management Agreement; and
6. the Prospectus.

We also have reviewed such other records, documents and matters of fact and law as we have
deemed necessary or relevant for purposes of rendering the opinions expressed below. In

_ addition, we have assumed, with your permission, the authenticity of all documents submitted
to us as originals, the conformity to the originals of all documents submitted to us as certified
or photostatic copies and the authenticity of the originals of such copies, the genuineness of
signatures not witnessed by us, the legal capacity of natural persons, and the due authorization,

execution, and delivery of all documents by all parties thereto and the vahdlty, blndmg effect,
and enforceability thereof

Furthermore, we have assumed, with your permission, the following:

1. the transactions contemplated by the Prospectus will be consummated in accordance
with the descnptxons in the Prospectus;

2. all of the terms and conditions of the LLC Agreement and other governing documents
. will be satisfied;
3. 'no Preferred Member will exercise his or her redemption rights within two years of the

contribution of the Timber Rights to the Company;

4. the Company will not assume the liabilities of any Member or take Timber Rights
subject to any indebtedness;

5. prior to the contribution of Timber Rights to the Company, each Preferred Member
will have held his or her Timber Rights for at least one year and no Preferred Member
will have held his or her Timber Rights as inventory primarily for sale to customers in
the ordinary course of his or her trade or business; and

6. except for the LLC Agreement, the Nature Conservancy Conservation Easement, the
Forest Bank Management Easement, the Forest Bank Management and Conservation
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Easement, the Subscription Agreement, and the cemﬁcates attached as exhibits to or
otherwise described in the Prospectus, there are no agreements or understandings,
express or implied, between the Company or TNC, on the one hand, and any of the
Members, on the other hand.

Finally, we are relying upon the conclus1ons of the Intemal Revenue Service set forth in the
Private Letter Ruling.

Our opinions are based upon the current provisions of the Internal Revenue Code of 1986, as
amended (the “Code™), the Treasury regulations promulgated thereunder, current
administrative rulings, judicial decisions, and other applicable authorities, all as in effect on
the date hereof. All of the foregoing authorities are subject to change or new interpretation,

- both prospectively and retroactively, and such changes or interpretation, as well as any
changes in the facts as they have been represented to us or assumed by us, could support a
position contrary to our opinions expressed below or could otherwise affect our conclusions.
Our opinion does not foreclose the possibility of a contrary determination by the Internal
Revenue Service or by a court of competent jurisdiction, or of a contrary position by the
Internal Revenue Service or the Treasury Department in regulations or rulings issued in the
future.

Based upon all of the foregoing and SUbjCCt to the qualifications stated herem we are of the
* opinion that: '

(@  the Company will be classified as a partnership for federal income tax
purposes; ' .

(b)  each Member will be treated as a partner of the Company for federal income
tax purposes;

(c)  no gain or loss will be recognized by a Preferred Member upon the contribution
of his or her Timber Rights to the Company in exchange for Preferred Units;

(d)  any gain recognized by the Company for federal income tax purposes from the
Company’s harvesting activities pursuant to the Forest Bank Management Easements
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and the Forest Bank Management and Conservation Easements will be treated as long-
term capital gain;

(). . for federal income tax purposes, the allocations of income, gain, loss,
deduction, and credit in the LLC Agreement should have substantial economic effect
or otherwise be respected under Code sectlons 704(b) and 704(c) and the Treasury
regulations thereunder; and

® the descriptions of the law contained in the Prospectus under the caption
“Federal Income Tax Considerations” are correct in all material respects, and the
discussions thereunder fairly summarize the U.S. federal income tax considerations
that are likely to be material to a Preferred Member.

We hereby consent to the filing of this opinion as an exhibit to the Registration Statement. In
giving this consent, we do not admit that we are in the category of persons whose consent is
required by Section 7 of the Securities Act of 1933, as amended, or the rules and regulations
promulgated thereunder by the Securities and Exchange Commission.

The foregoing opinions are limited to the U.S. federal income tax matters addressed herein,
and no other opinions are rendered with respect to other federal tax matters or to any issues
arising under the tax laws of any other country, or any state or locality. We undertake no
obligation to update the opinions expressed herein after the date of this letter. This opinion
letter is solely for the information and use of the addressee and the holders of Preferred Units,
and it may not be distributed, relied upon for any purpose by any other person, quoted in
whole or in part or otherwise reproduced in any document, or filed with any governmental
agency without our express written consent.

- “Very truly yours,

03352/07796/01655
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Mr, Hugh Zackheim A
“The Nature Conservancy
Big Sky Field Office

32 South Ewing

Helena, MT 59601

RE: Arrow Ranch Conservation Easement

Dear Hugh:

. As promised last week, we enclose our proposed: changes your first review draft of
the Arrow Ranch Conservation Eaiement. Consistent with our normal practice, you will
find two versions of the Conservat on Easement: (1) a "Redline” draft with all additions
and deletions shown in highlighted and strikeout typefaces, and (2) a "clean” version of
the easement which incorporates a'l of our proposed changes. We have also enclosed a
computer disk with the two versions encoded in Wordperfect 5.1 format.

Our proposed changes are «xtensive, and, for the most part, are exp‘léined in detail
below. The reasons for the chang:s that are not discussed in this letter should be self-

~ evident, but, if they are not, pleas: call and we will explain the reasons for the proposed

modifications. The ﬂs have :eviewed this version of the Conservation Easement and
approve of it in its current form. :

- Apart from the specific mo lifications discussed in thxs letter and réflected on the
"Redline” version of the Conserva ion Easement, you should be aware that the Yillimss
are still considering whether they 1vish to claim a charitable income tax deduction for their
gift to the Conservancy. Dependii g on their decision, they may choose not to acquire the
outstandmg mineral estate on the ¥ anch. In this circumstance, the Conservancy may wish
to commission an independent stucy of the mineral development potential of the property.
Furthermore, if the SWillke decide not to claim an income tax deduction, additional
changes to the Conservation Easen ent may be made to excise portions that are currently
driven by the requirements of the :ederal tax code and Treasury Regulations.

’fuming to the specific chai ges we recommend, we refer below to the pages of the
enclosed "Redline” draft upon whi :h the modification appear.

300 THe FLorence w111 NORTH HicGins Avent E 59802 = 'PO.Box 8957 ™ MissouLa, MONTANA 59807-8957

(406) 721-5440 - ® 1-800-722-8957 IN MONTANA B FAX (406) 721-8614
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/| Fages 1:2: The Conservation Easement will be granted by e —"—

wisiewsienlc, Inc., not the W individually. We also believe it is important to clarify
certain factual representations incl ded in the Recitals: (a) that the Ranch does not

incorporate any portion of the Big Hole River per se; (b) that the main body of the ranch

Ve Pages 3-4: We have heavil edited the initial statement of purposes of the
conservation easement, In making these modifications, we have attempted to clarify the
terms of the conservation easement by eliminating ambiguous and indefinite terms, For
example, we believe that it is more appropriate for the conservation easement to protect
natural "xesources” rather than natyral "values”, because values are highly subjective.

(We have made this change througiout the conservation easement document, as
appropriate.) We have also tried t ) eliminate words that are not capable of easy definition
(e.g., what is watershed “integriy”, or "significant impairment” of a resource?).

v Pages 4-5: We have amenced the casement to reflect that the baseline report will
be recorded, along with the signed ackowledgement that the propeity condition is -
accurately described within the bas :line report.  We believe that recording baseline reports
adds clarity to the purposes of the :onservation casement, Furthermore, we have inserted

~ a provision into the conservation e: sement that if the baseline report conflicts with the
conservation easement in any manrer, the express language in the conservation easement
o  Boverns, Similar language should ¢ included in the baseline report itself.: = -
i 7 VRIS, Sl |
- Pages 6:8: At pages 6-8 of the conservation easement, we have made. extensive
* -modifications to provisions concemn ing improvements on the property, as directed by the
AW First, we attempt to grotp facilities by usage and/or location, and we haye
rearranged the subsections of Parag raph A accordingly. : :

Second, we have deleted the. reference to "single-fanﬁly" reéidcnces to avoid ény
-conflicts that might arise over the 1 1eaning of this term. - '

Third, we have deleted refe ‘ences to "seasonal or short-term” use of other housing
facilities on the property, in anticiation that the-SusEs might use the Arrow Ranch as a
research and educational facility, either of which might sponsor long-term research '

projects requiring habitation of the ranch buildings for relatively long periods of time.

Fourth, the il wish to reserve the right to renovate the barn at the Sl site
for use in conjunction with a small horse ranch, so we have modified the conservation

easement to allow this activity and to permit expansion of the barn by 25% of the current
gross square footage. : _ _
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Finally, we have inserted a provision allowing the YN to renovate and upgrade
an existing cabin near the Forest S >rvice boundary, and we have reserved a right to allow
the Buchers to construct four addit onal cabins. We need to consult further with the
Buchers about where they would like to permit future cabin construction. As noted in the
Easement, an Exhibit "F* will disclose the existing cabinsite and the reserved cabinsite
locations, assuming they can be selected in advance. If the T cannot decide on the

_ location for these cabins, we will 1odify the easement to leave cabinsite location -
unresolved and subject to later des gnation, :

S The."— want to place ;pecific limitations on the use of these‘cabins. o
Therefore,’we have provided that the cabins may only be used as temporary lodging for
. permitted recreational purposes or in conjunction with other activities that are allowed by

the easement. ,

v Page 8: We have modified the reserved right to construct roads on the property so
that new roads may be constructed as such roads "are reasonably necessary” to Mis’ -
ability to engage in authorized uses of the property. ‘We have specifically provided a right
to construct roads to provide vehic ilar access to. all impravement and structures on. the - -
Ranch. - | ‘

e Pages 8-9: The affirmative obligation placed on the Pl in the draft wsemenf

that they "skall work cooperatively with the Conservancy" to develop a Range Recovery
Plan if range condition deteriorates may become a flashpoint of disagreement between the
Conservancy and any future owner of the Arrow Ranch who disagrees with the
Conservancy’s goals for range rec very. We have therefore eliminated the requirement,
‘Range degradation is now governel by the general breach and remedy provisions.

- Pages 9-10: Your suggeste] provisions on management and control of sagebrush |
appear to alter in subtle ways man of the prior approval provisions contained in Section
V. We believe the goals of consis ency and enforceability are better served if Section V
govems virtually all prior approval provisions and have made changes to this effect =

annual and ten-year limitations on he number of acres of sagebrush that. may be treated,

We would appreciate your input in o what the appropriate numbers should be. “The
WU are checking with their ranch manager.

We have also preserved the MWW’ right to harvest hay, grain and other crops in
areas that have historically been us:d for such purposes and in areas that will be
NE " designated prior to finalizing the conservation easement. These areas will need to be
negotiated with the dlillme and de signated in the/l}pelint_: Report.
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Pages 10-11: We found ths water development provisions in your review draft

‘somewhat confusing. On the one 12nd, they permit development of water resources, but

on the other hand, they prohibit * ignificant or long-term impairment of water quality, -

aquatic ecology or riparian valyes.” These provisions seem to be internally contradictory:
Almost any surface water develop:nent for domestic or irrigation purposes may ultimately
harm aquatic and riparian values. ' '

We have therefore tried to clarify the Wmmiowms rights to develop water on the
property -consistent with the uses fermitted by the conservation easement. Th O
rights to develop water are limited, however, by Section VI, Paragraph M, of the
conservation easement, Except fo - water developments necessary to engage in reserved
rights under the conservation ease nent, the WM may not drain or alter natural
wetlands or water courses without Conservancy approval, and they may not cause any
measurable degradation of surface or subsurface water quality. At the %llks’ request,
we have also inserted a provision ‘vhich prohibits long-term depletion of ground water
reservoirs (pages 23-24), ' . : : : -

_ . We also believe that the sit mle:t'way_tohandle prior approval of stream . -

~ improvement projects is to subject them to the prior approval provisions set forth in
. Section V.

Pages 13, and 16-17; We 1ave substantially expanded the RUNSENE reserved rights
to conduct scientific research on a1d to make sducational use of the property (page 16).
To ensure that this reservation does not swallow the conservation purposes of the-
easement, however, we have prov: ded that all scientific and educational activities must be
consistent with the purposes of the easement. Furthermore, we have inserted an €xpress
right allowing wto "trat, band, and mark" wildlife species for scientific and
educational purposes. We have also indicated that the Jimmimes have the right to "trap and
collect” limited numbers of native wildlife species, as long as they comply with State and
federal law. Furthermore, any such activities cannot pose a threat to the long-term. .
viability of wildlife populations beth on the property and on adjacent Jands.

Pages 13-14: Although the stands of timber on the Arrow Ranch are not
extensive, the ISR, mentioned hat some timber does grow on the property, We have
therefore incorporated a provision in the conservation easement to govern timber harvest
rights. We have attempted to outline specific goals of any permissible timber harvest; and
we have specifically provided that a large scale timber harvest (as defined by mutual
agreement between the parties prior to finalizing the conservation easement) requires
advance approval of a timber harv st plan, If you belicve that the Arrow Ranch timber

basc is so negligible that this prov sion should be further simplified, please let us know
and we will try to work out changs, . '
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— Page 15: We have also modified the provision of the conservation easement which

permits the dsmis to extract rock and gravel from designated sites on the property,

ability to claim a federal income tax deduction, in pat, if the LR.S. considers gravel to
be a mineral and gravel extraction to be surface mining. Montana law is not clear on
these matters. Therefore, we have advised the MW to obtain tax advice on this issue.
The Jimimm have also expressed sime interest in simply deleting the sites of their gravel
pits from the easement, if retentior of the right to remove gravel from them causes
problems with the LR.S. : o ' '

~ We have advised the Riythat inclusion of this provision may jeopardize their

Of course, if the’ d:xcide not to claim a tax deduction, this whole problem
may become moot. - ’ ' o

v~ . Page 16: In Subparagraph 'Q”, We propose that "wildlife habitat improvement*
projects be submitted for the Cons: ‘Tvancy’s prior approval under Section V.

v PagelT: Wehave inserted a new subparagraph "W* which reserves and retzins to

the SRges 211 rights which are not expressly conveyed to the Conservancy,

v Pages 18-20: We have amended the conservation easement 1o shorten the time
period to 30 days in which the Cor servancy has to review any requests for prior approval.
We believe that a 45-day review is unreasonable. Under your proposal, an action' that the
Grantor wishes to take may be dek yed for up to three months, or longer, from the time .
prior approval is requested. We h:wve attempted to reduce this time for review by at least
one month. Furthermore, we have shortened the time in which the Conservancy must
request additional information to 20) days, again in an attempt to speed up the prior
approval process, Finally, we belizve it is appropriate to require that the Conservancy to
put in writing all reasons for denia . of prior approval reguests. ’

< Page 20-21: We suggest substantial changes to Section VI, Paragraph B, which
concermns restriction on division of he property. We have inserted language to clarify that
structures and improvements on the: property may not be conveyed separately from legal
title to the balance of the Ranch, ()n the other hand, we have also provided that a number
of persons may own the Property i1 co-tenancy, with each co-tenant having an undivided
interest in the whole of the property including the buildings, Furthermore, we have
_preserved the SR’ right to ent r into Jease agreements and similar arrangement, as
long as all Jessees and tenants abid s by the terms of the conservation easement. None of
these activities are to be considerec subdivisions or "de facto” subdivisions.

J Page 23: 1In response to a concer about the T’ ability to remove willows
from irrigation ditches, we have m xified Paragraph J in Section VI of the conservation
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easement to provide that they may remove native vegetation, specifically in conjunction
with agricultural and ranching actiities and other activities that are expressly permitted by
Section IV of the conservation easc:ment, ' '

Page 24: We belicve that aragraph "N” in Section VI of your review draft may
be overly restrictive concemning future uses of the property. We have attempted to expand
the Grantor’s permissible future us3s, as long as such uses are conducted in harmony with
the natural resources and values protected by the easement. :

- Pages 25-29; We have subtantially rewritten the Remedies section of the
conservation easement to streamlin: and clarify the respective rights of the parties. If
there is an actual breach of the cor servation easement; the ‘Conservancy will have the
right to-serve a written demand on the Grantor to correct the breach. If the situation is
not resolved within 30 days afier Cirantor’s receipt of the notice of breach (or if Grantor
does not continue to address the situation if it takes longer than 30 days to correct the
problem), the Conservancy will have a right to bring an action in court to enforce the.
terms of the easement, to enjoin actions in violation of the easement, to recover damages

that it may have suffered, and to n:quire restoration of the property.

. On the other hand, if the Conservancy determines that a breach has not yet
occurred but is imminent, the Con:ervancy will have the right to enter the property to
prohibit certain actions, and it will have the right to seck a temporary restraining order or -
preliminary injunction to prevent C rantor from taking actions which are likely to cause
harm to the Conservancy’s interests.

If a court ultimately determ nes that the Conservancy has no reasonable basis in
law or fact for seeking a temporar' restraining order or preliminary injunction, the
Conservancy will be lable for all of the harm caused to the Grantor thereby, including
costs and attorneys’ fees. Furtherraore, if there is ever litigation over actions permitted or

prohibited by the consexvation easement, the prevailing party will be entitled to fees and
costs, .

_ As requested‘by thadewiWE:, we have inserted a representation from the
Conservancy that it generally inten1s to enforce the terms of the conservation easement,
notwithstanding the language whicl: permits it to defer enforcement without penalty.. We

- have also included a standard prov. sion which will protect the Grantor from any liability

for breach of the conservation easement as a result of causes beyond their control, such as

- fire, flood, drought, storm and ear hquake, or actions taken under emergency conditions.

Pages 29-30: We have molified the Assignment section of the conseryation
easement to require the Conservancy to obtain the JWSNS’ prior consent to the
assignment. The only time the Co1servancy may assign this easement without the
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Grantor’s prior consent is if The Nature Conservancy withdmiirs' from Montana, or if the
national office of The Nature Cons:rvancy undergoes a corporate dissolution,

Pages 30-34 & Exhibit E: - Section XI of the conservation easement conoénﬁng ‘

_ 'procwds from'mvoluntaty convers ons contains substantial revisions. We believe that our

proposed language more accurately tracks the language and intent of the Treasury
Regulations. . o

You will note that we also yecommend attachment of an Exhibit "E” to the

conservation casement. This exhitit is a form that we developed to memorialize the

percentage by which the value of {1e property has been reduced through the grant of the

_conservation easement, and this pe centage will be used in conjunction with the proceeds

~ important, After you have had‘a caance to review and digest this letter and the enf_:l_qsiaq ‘

td

and condemnation section of the c¢ nservation easement. if necessary. Exhibit "E" appears
on page 41 of the redline draft of the conservation easement. .

We recognize that the chanjies we suggest are extensive and detailed. We hope
that this letter will help to explain ¥hy we believe the changes are necessary and

materials, please do not hesitate to Call if you hiave any questiods, comients, - -
observations, or matters which you believe need further clarification.

-Siﬁoerely,

'KNIGHT & MASAR
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Memo

‘Date: .~ January 17, 2001

To: The Nature Conservancy

From: D

- Subject: LIKE KIND EXCHANGES — SUMMARY OF TAX ISSUES

INTRODUCTION

When a taxpayer exchanges an appreciated asset for another asset, the result under general income
. tax principles is that the taxpayer realizes gain. The amount of gain is equal to the difference between the fair
market value of the property received and the taxpayer's tax basis in the property that was transferred. -
However, section 1031 of the Internal Revenue Code of 1986, as amended (the "Code") provides that
taxpayers may exchange appreciated assets without recognizing gain or loss, provided that the exchanged
properties qualify as "like kind" and certain other requirements are satisfied (a "1031 Exchange").

_ If a transfer of assets qualiﬁes as a 1031 Exchange, then no gain or los;i is recognized upon the
transfer of those’ assets, rather the gain or loss is deferred. The assets received by the taxpayer in a 1031
Exchange are assigned a transferred tax basis, meaning that the tax basis of the property acquired is equal to

the tax basis of the property transferred.! Thus, the potential gain or loss that is deferred as a result of the
1031 Exchange is preserved in the tax basis of the acquired assets. :

‘Frequently, a 1031 Exchange will also involve transfers of cash or other non-like kind -property
("boot"). A taxpayer who receives boot, as part of an exchange of properties that qualifies as a 1031
Exchange, may recognize gain with respect to all or.a portion of the boot received. Similarly, a 1031
Exchange may involve the transfer and/or receipt of property that is subject to liabilities. A taxpayer who
transfers property subject to liabilities is treated as receiving cash in an amount equal to the liability that is

transferred.  Accordingly, the taxpayer may recognize a gain equal to all or a portion of the transferred
liability. If both the assets received and the assets transferred in a 1031 Exchange are subject to liabilities,
then the liabilities are netted against each other, and the party who is relieved of the net liability is treated as

_receivin; cash in such amount’ However, a receipt of actual cash cannot be netted against a receipt of a
liability. ' '

1 Code §1031(d).
2. Code §1031(b).
3 Regulation §1.1031(d)-2.

Code §1031(b), Regulation §1.1031(d)-2, Example 2.

Deloitte
Touche
Tohmatsu
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Furthermore, notwithstanding the general nonrecognition rule of Code section 1031, -depreciation
-recapture will be triggered on the transfer of depreciable property in a 1031 Exchange except to the extent
that the replacement property is not only like kind but also recapture property.’ Consequently, as a result of
the depreciation recapture rules, income may berecognized in a 1031 Exchange even if no boot is received.

LIKE KIND PROPERTY

The 1031 Exchange applies to property held for productive use in a trade or business, or for
‘investment, if such property is exchanged solely for replacement property of like kind to be held for
productive use in a trade or business or for investment.® The term "property of like kind" has been interpreted
by the courts and the Internal Revenue Service (the "Service"). While the determination of what qualifies as
"property of like kind" is highly dependent on the facts and circumstances of each case, certain general
-principles have been established. The Treasury Regulations (the "Regulations") provide that the qualification
‘of property as "property of like kind" refers to the "nature or character” of the property and not to its "grade or
quality."” The Regulations illustrate this principle with several examples, including: (1) the exchange of a
used passenger automobile for a new passenger automobile qualifies as property of like kind, and (2) the
exchange of city real estate for a ranch or a farm also qualifies as property of like kind.® Beyond this general
principle, the analysis also depends, in part, on whether the assets that are being transferred are real property
or personal property. : ' ’

A. Real Property

The 1031 Exchange may include a wide variety of interests in real property.” The "
qualification of real property interests as "property of like kind" requires a two-part analysis. First, the
‘property being exchanged must qualify as "real property" under the law of the state where it is located.

Second, the interests in real property that are being exchanged must have the same "nature or character" for
federal tax purposes. : <

1. State Law Definition of Real Property

With respect to the first part of the analysis, state law should control the definition of real property.*®
Under this rule, it may be possible that two very different interests in real property will qualify for a 1031
Exchange, provided that both properties constitute real property under state law. The Regulations state that
“"[t]he fact any real estate involved is improved or unimproved is not material, for the fact relates only to the

5 Code §§1245(b)(4), 1250; Regulation §1.1245-4(d).

s ‘Code §1031(a). Certain types of property are ineligible for like kind exchanges including inventory,

stocks, bonds, partnership interests and choses in action.

Regulation §1.1031(a)-1(b).

8 Regulation §1.1031(a)-1(c).

_ Foreign real property is not like kind with real property located in the United States. Code §1031(h).

Aquilino v. United States, 363 U.S. 509 (1960); Morgan v. Commissioner, 309 U.S. 78 (1940); P.L.R.
8327003 (March 17, 1983) ("For federal income tax purposes, state law controls in determining the nature
of the legal interest which a taxpayer has in its property."); Magneson v. Commissioner, 753 F.2d 1490 (9th
Cir. 1985). See also Regulation §1.1031(k)-1(e)(3)(iii). An open issue remains with respect to the state
law definition of real property. In many states certain interests are treated as real property for some state
law purposes while at the same time being treated as personal property for other state law purposes. In
such a case, it is unclear which state law characterization would govern.
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grade or quality of the property and not to its kind or class."’ For example, the Tax Court has held thata
Toyalty interest in oil and gas property may be exchanged for a fee interest in land.'? In this case, the Tax
Court found that both property interests were of like kind based on their classification as real property under
state law. An exchange of real property may also inchude uriconventional interests in real property. For

example, the Service has held that a perpetual water right that qualifies as real property under state law may-
be exchanged for a fee interest in land."*

_ Interests in real property might also include fixtures and other items of property that are attached to -
the land, provided that such attachments qualify as real property under state law. The Service appears to take
this position, although it has not stated so explicitly. In a series of private letter rulings, the Service ruled that
a 1031 Exchange involving real property would include certain items of property which "constitute a fixture
under local law.""* However, the fact that the Service has not explicitly affirmed the view that fixtures are
- real property for purposes of the 1031 Exchange causes some uncertainty in this area. K

2. "Nature or Character" of Real Property

The second part of the analysis for exchanges of real property is that the properties being exchanged
must possess the same "nature or character.” While there is no clear definition of nature or character in this
context, the courts have focused attention on the form of ownership and the duration of the real property
interest. With respect to the duration of an interest in real property, the courts and the Service have taken the
position that interests in real property which have a perpetual duration generally will be treated as property of
like kind. According to this principle, a perpetual non-fee interest is treated in the same manner asa fee
interest. For example, a perpetual royalty interest in oil and gas property is treated as property of like kind
with a fee interest in an improved ranch.”* However, if both interests in real property are not perpetual
interests, then they will not be treated as property of like kind. The courts have held, for example; that an oil
and gas production payment right (having a limited duration) differed in nature or character from an oil and
gas royalty interest (having a perpetual duration).'® With respect to leases, long term leasehold interests ma
qualify as property of like kind with a fee interest. The Regulations provide the example of a 30-year -
leasehold interest that is treated as property of like kind with other real estate.!’

_ The Service has ruled that property is not like kind where the property being exchanged differs
substantially in the form of ownership. For example, in a 1986 General Counsel Memorandum, the Service
held that a shareholder interest in a not-for-profit agricultural irrigation company, which qualified as real
- property under state law, could not be exchanged for a fee interest in land. The Service explained that,

despite the classification of both assets asreal property under state law, they differed substantially in nature
and character and, therefore, could not be considered property of a like kind.!®

1 Regulation §1.1031(a)-1(c). Seg, e, g P.L.R. 9431025 (May 6, 1994) (raw land held for investment was
: like kind to rental townhouses). : : ’

Commissioner v. Crichton, 122 F.2d 1-81 (5th Cir. 1941).

1 Rev. Rul. 55-749, 1955-2 C.B. 295.
4 PLR.9517005 (January 18, 1995).
15 P.LR. 7935126 (June 4, 1979).

Fleming v. Campbell, 205 F.2d 549 (5th Cir. 1953).

" Regulation §1.1031(a)-1(c). The leasehold interest, however, must be an interest in real property under
state law. Sge . g P-.L.R. 8327003 (March 17, 1983).

B G.C.M.39536 (July 17, 1986). -
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B. Tangible Personal Property

_ ~ Tangible personal property may also qualify for a 1031 Exchange if the exchange consists of
"property of like kind."" While the taxpayer is riot prohibited from exchanging items of personal property
based on a factual comparison of the nature and character of each asset, the Regulations provide a safe
-harbor. Under the safe harbor contained in the Regulations, tangible personal property is treated as property
of like kind if the property belongs to a "like class."® There are two ways that property may qualify as
property of a like class. First, the property may be classified within the same General Asset Class, as set forth

under the Regulations.”! . Second, the property may belong to the same Product Class, also defined under the
Regulations. ' :

1. . General Asset Classes
As described above, the exchanged properties may qualify as-tangible personail property of like class,

and therefore as property of like kind, if they are described in the same General Asset Class. The General _

Assets Classes consist of 13 categories of property. As provided in the Regulations, the General Asset
Classes are as follows:? ’

@) Office furniture, fixtures and equipment (asset class 00.11)

(i)  Information systems (computers and peripheral equipment) (asset class
00.12)

(i)  Data handling equipment, except computers (asset class 00.13)

(iv)  Airplanes (airframes and engines), except those used in commercial or contract

carrying of passengers or freight, and all helicopters (airframes and engines) (asset
class 00.21) :

'(v) Automobiles, taxis (asset class 00.22)
(vi)  Buses (asset class 00.23)
(vi)  Light genéré] purpose trucks (asset class 00;241)
‘ (viii) Heavy general purposé trucks (as;et class 00.242)

(ix)  Railroad cars and locomotives, except those owned by railroad transportation
. companies (asset class 00.25) ’

L Personal property used primarily within the United States is not like kind with that used primarily outside
the United States. Code §1031(h)(2).

20 Regulation §1.1031(a)-2.

2 Regulation §1.1031(a)-2(b)(2).

2 Regulation §1.1031(a)-2(b)(3).

5 Regulation §1.1031(a)-2(b)(2); Rev. Proc. 87-56, 1987-2 C.B. 674.
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x) Tractor units for use over-the-road (asset class 00.26)
(xi) Trailers and trailer-mounted containers (asset class 00.27)

(xii) Vessels, barges, tugs, and similar water-transportation equipment, except those
used in marine construction (asset class 00.28), and ‘

(xiii) .~ Industrial steam and electric generation and/or distribution systems which afe used
‘ for the production of electricity for industrial manufacturing or plant activity and
not for sale to others (asset class 00.4)** :

2. Product Classes

A Alternatively, tangible personal property may qualify as property of like class if the
exchanged properties are described within the same Product Class. Product Classes are generally more
specific than General Asset Classes. Under the current Regulations, each 4-digit code listed within Division

D of the Standard Industrial Classification Manual (1987) (the "SIC Codes") is a Product Class.® Each of the

SIC Codes contains a list of assets. If the exchanged property is described within a Product Class, then it is

treated as property of like class with any property received which is also listed in that Product Class, and
therefore, property of like kind .

) Recently, the Executive Office of the President, Office of Management and Budget, issued
the North American Industry Classification System - United States, 1997 (the "NAICS Codes"). The NAICS

- Codes consist of a 6-digit code system. The introduction to the NAICS Codes states that the NAICS Codes
-are intended to replace the SIC Codes for statistical purposes only and that it is up to each governmental
agency to choose whether fo adopt the NAICS Codes. The Service has informally stated it does not intend to
adopt the NAICS Codes in the context of Code section 1031. However, given the resulting uncertainty as to
whether the Product Class will be determined under the NAICS Codes or the SIC Codes, the Product Class
might not provide a safe harbor. Therefore, in order to proceed with sufficient certainty as to the tax results, it
may be necessary to obtain an advance ruling from the Service. :

c. Intangible Pérsonal Property

Intangible personal property may in certain circumstances qualify for a 1031 Exchange. The
Regulations state that the qualification of intangible personal property as property of like kind generally
depends on (1) the nature or character of the property rights (o, g.» 2 copyright or a patent), and (2) the
underlying property right to which the intangible asset relates (,, g.» a copyright for a novel or a song).?* So,
for example, the exchange of copyrights relating to different books would qualify for like-kind treatment.?’
Consequently, although, for example, the exchange of licenses or franchises may qualify for a 1031
exchange, concluding that they are like kind will depend on the specific facts. The IRS has recently

2 This General Asset Class is limited to systems which are utilized in generation and distribution for a

taxpayer's own activity and not for sale to others. The Service, on an informal basis; has been unwilling to
expand this Class to include generation and distribution systems utilized in the sale of electricity.

= Division D of the SIC Manual contains nearly 200 pages of SIC dees for various manufacturing
-businesses. )
% Regulation §1.1031(a)-2(c)(1).

7 Regulation §1.1031(a)-2(c)(3).
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concluded, for example, that an FCC radio broadcast license is like—ldhd to an FCC television broadcast
license.? Importantly, the Regulations also state that goodwill and going concern value for one business is
- never property of like kind with that of another business.”® A si gnificant issue that has not been addressed by

the Regulations and that may be questioned by the Service is the treatment of "goodwill-based" assets, such
as those listed in Code Section 197 (customer lists, tmdemarks)

EXCHANGES OF MULTIPLE PROPERTIES

A taxpayer may seek to exchange assets which include many different types of property. For -
example, taxpayers may wish to exchange similar businesses or facilities. For 1031 Exchange purposes, this
will not be deemed to be an exchange of a single property but rather as the exchange of the underlying assets
of each business (j ¢ , a multiple property exchange). For a multiple property exchange, the taxpayer is not
' required to analyze the exchange according to each individual asset. Instead, the Regulations permit the.

- taxpayer to separate the various properties into "exchange groups.” Each exchange group consists of property
of like kind, as determined under the principles described above.- After the exchange groups have been -
identified, the 1031 Exchange apphes to each transfer of an exchange group.® For each exchange group, it is
necessary to compute an "exchange group surplus” or an "exchange group deficiency." An exchange group
surplus is the excess of the fair market value of the assets in such exchange group transferred over that of the
assets in such exchange group received. Conversely, an exchange group deficiency is the excess of the fair
market value of the assets in such exchange group received over that of the assets in such exchange group -
transferred. The amount of gain recognized upon the transfer of an exchange group is equal to the lesser of
the gain realized (; ¢, the difference between the fair market value of the assets transferred and thexr adjusted
tax basis) and the exchange group deficiency. Losses are not recognized.? 1

In a multiple asset exchange, it is necessary to aggregate the liabilities on each side of the
exchange. The aggregate liabilities are then netted against each other. The side of the exchange with the net
liability then allocates the liability among the exchange groups in proportion to fair market value. In this
manner, the transfer of liabilities affects the amount of the exchange group deficiency or exchange group -

" surplus, and the gain realized upon the exchange.’? Furthermore, as discussed above, depreciation recapture
will be triggered on a 1031 Exchange except to the extent the replacement property is not only like kind but -
also recapture property. If some of the assets transferred in the multiple asset exchange are otherwise subject

to depreciation recapture, the Regulations have not addressed how to calculate the amount of the depreciation
recapture.

MULTI-PARTY AND DEFERRED 1031 EXCHANGES

Asa practlcal matter, a simultaneous two-party- exchange may not be possible.. For example, one

arty may want to acquire an asset from another party, but the first party may have no asset to exchange. The
Code and Regulations provide some flexibility in structuring a 1031. Exchange. First, the exchange of
properties in a 1031 Exchange is not required to be simultaneous. Under the Code, a taxpayer may wait as
long as 45 days following the initial transfer of the relinquished property to identify the replacement property

2 TAM 200035005 (May 11, 2000)

Regulation §1.1031(2)-2(c)(2).

Regulation §1.1031(j)-1.

Code §1031(c); Regulation §1.1031()-1(b)(3).
Regulation §1.1031(j)-1(b)(2)(ii).

29
30
31

32
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to be received in the exchange. The receipt of the replacement property by the transferor must be completed
no later than the earlier of (i) 180 days following the transfer of the relinquished property or (ii) the due date
of the tax return of the transferor (including extensions) for the year in which the transfer of the relinquished
property occurs.” Furthermore, many 1031: Exchanges are accomplished through the use of a qualified
intermediary. The qualified intermediary would typically buy the relinquished property from the transferor
and sell it to the purchaser for cash and use the cash proceeds to buy the replacement property identified by
the transferor and then transfer such replacement property to the transferor. In this manner, the purchaser of
the relinquished property is not involved in the transferor's reinvestment in the replacement property and the
transferor in the 1031 Exchange would not have access to the cash proceeds from the transfer of the
relinquished property, and therefore, the exchange may qualify as a 1031 Exchange.®* :

In order for a deferred exchange to qualify as a 1031 Exchange, the transferor must not receive or

“ have access to cash proceeds resulting from the transfer (i.e.» no constructive receipt.) The Regulations

contain several safe harbors by which to avoid constructive receipt. For example, the Regulations provide

- that the cash proceeds from the purchaser of the relinquished property may be subject to a security

arrangement, may be deposited with a "qualified escrow agent" (if the acquiror is willing to participate in the

“exchange) or may be paid to a "qualified intermediary” (if the acquiror is not willing to participate in the

exchange). A qualified escrow agent or intermediary generally is someone who is not related to, or was not
within the prior two years employed by, the transferor.?®

The Regulations also contain specific rules dealing with the identification and receipt requirements
'with respect to the replacement property (including. multiple properties),” security arrangements, qualified
escrow accounts and intermediaries, interest and growth factors and the payment of transaction expenses. °
There are also issues that may arise as a result of (i) 1031 Exchanges between related parties, (ii) reverse

1031-Exchanges (exchanges where the replacement property is obtained before the relinquished property is
transferred), or (jii) the combination of a 1031 Exchange with either tax-free exchanges (; ¢, contributions to,

or distributions from, corporations and partnerships) or the leveraging, of property.

CONCLUSION

As discussed above, Code section 1031 permits the deferral of gain or loss that would otherwise be
recognized upon a sale or exchange of property. The rules goveming the 1031 Exchange are highly fact
sensitive, and certain areas of the applicable law are not entirely settled. Therefore, depending on the size of -
the exchange, it may be desirable to obtain an advance ruling from the Service so.that the 1031 Exchange
may proceed with a high level of certainty with respect to the tax results. ‘

33

Code §1031(a)(3); Regulation §1.1031(k)-1(b)(2).
Regulation §1.1031(k)-1(g)(4).
Regulation §1.1031(k)-1(k).
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" Deloitte & Touche LLP o ]l . (619) 237-6586

701 "B" Street, Suite 1900 ' ‘ax: (619) 6154932
San Diego, CA 92101 www.us. deloitte.com
USA

s, ' Deloitte
Memo -y | &Touche
- M rdse Kl - PR e ane b
TNC - “

Date:  February 23, 2001

To: Becky Hall, The Nature Conservancy

From: W

Subject: Acquisition of Pitchfork Ranch property from ﬁ LLC

The following items were noted upon the review of documents for the contract for sale of the Pitchfork
Ranch. This property will possibly serve as replacement property on the disposition of the PK Ranch
currently owned by Soldier Creek Preserve, Inc. (“Soldier Creek™).

CONTRACT FOR SALE:

" 1. The purchaser is listed as The Nature Conservancy (“INC”). This contract should be assigned to. *
Soldier Creek as the purchaser. IRC §1031 requires that the legal entity that starts the'exchange
must complete the exchange. This purchase contract will ultimately be assigned form Soldier
Creek to a qualified intermediary (“QI”) prior to closing. The QI acquires ‘the replacement
property (Pitchfork Ranch) with proceeds from the sale of the relinquished property (PK Ranch)
and then transfers the replacement property to the exchanger (Soldier Creek) to complete the

exchange. However, there should be a trail of assignments from TNC to Soldier Creek and then
to the QL. . :

2. The property being acquired includes a long list of items that may or may not apply to this I *
transaction. Please provide a list of all the assets to be acquired and a value attributable to each
type of asset. For example if we are acquiring land, building and improvements, farm ‘equipment,
etc. please provide a detailed list of the assets and the value assigned to each asset totaling the
$2,872,000 purchase price. In order for Pitchfork Ranch to qualify as replacement property for
PK Ranch, it must be considered like-kind property. Ihave been informed that the majority of
the PK Ranch property'is real property. As discussed in the memo dated January 17, 2001,
attached, personal property is not like kind to real property. Therefore, we must determine what

type of property is being acquired in order to determine if it is like kind to the PK Ranch property
being sold. ' '

see. .

AMENDMENT TO CONTRACT FOR SALE

Vo fand £

This agreement should assign the original contract to Soldier Creek ‘as purchaser and include Hank ve Wl
language that provides for a like-kind exchange in accordance with IRC §1031. The reference td &Y 6 o
Revenue Procedure 2000-37 is not applicable to this transaction as long as the sale of PK Ranch | wmasmbe v&

' redorft e
b ke patore “aRe

- N V‘OL ¥ mlexﬂt
Touche . ol —
Tohmatsu U ‘
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" Page2
From: Jeuwaaisagi,
Date: February 23, 2001

precedes the purchase of Pitchfork Ranch. I will provide a sample of apr;ropriate language under
separate cover.

OPTION AGREEMENT

This agreement should be revoked. Property for which like-kind exchange treatment applies is
property that is held for investment or used in a trade or business. Property subject to an option that

- could be exercised immediately, especially within 2 years of its acquisition, could arguably be held |

for sale and not held for investment. Property held for sale is not eligible for like-kind exchange
treatment. I would not recommend any option be entered into on this
that will be used as replacement property for the PK Ranch exchange.

Please c_ohtact me at (619) 237-6586 with any questions.
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:C HART LLP = .

HOLLANT

555 SEVENTEENTH STREET, SUITE 3200
P.0.BOX 8749, DENVER, CO 80201-8749
PHONE: (303) 295-8000. FAX: (303) 295-8261

3

CONFIDENTIAL
MEMORANDUM_

October 26, 2001

Mefcctare Bu- - @fv:ﬁx(mlc | (Zw (.

TO: R Btoe Petios

cc: el

S

FROM:  oiiaeonomgmts

RE: Pitchfork Transacﬁons/Wilson Tract

For the past several ye’arw, LLC (“LHR”) and The
Nature Conservancy (“TNC”) have been working together to protect the

Pitchfork Ranch from development. In furtherance of that goal, LHR sold

_three parcels of land to TNC earlier this year. The “520” was sold in January

for just over $1.5 million. The “320” and “770” were sold in late March for
almost $2.9 million. :

These deals were “parking” arrangements, with TNC effectively
agreeing to hold the properties for some period of time and then sell them back
to LHR or to a conservation-minded buyer. This arrangement was reflected in
an option contract on the 520, which gave LHR the right to repurchase that
property at any time within two years after the sale for the original purchase
price plus cost of funds. If LHR did not exercise its right during this two-year
period, TNC had the right for 90 days afterwards to require LHR to buy back
the property, again for the initial purchase price plus cost of funds. ‘Although
the parties had a similar understanding with respect to both the 320 and the

770, at TNC’s request, an option contract was not signed with respect to those
parcels.

The parties have recently agreed to another round of transactions, which
are expected to close in December. LHR will sell the “Wilson” to TNC in a
bargain sale for $3.5 million and together with Il (or an LLC owned
by @& will donate conservation easements worth $1.1 million. LHR will
also sell an easement to TNC worth $200,000, which TNC will pay for with
grant money it has already earmarked for that purpose. At the same time, TNC
will sell the “Luxford” to LHR for $370,000. TNC will also sell the 520 to a

charitable remainder trust established by JesVhiees (the “CRT”) for $2
million, nearly $500,000 more than TNC paid for it. In a related transaction
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slated to cl«..)se.in January, TNC will sell the Wilson to the CRT for $3.5
million.

TNC acknowledges that the economic risk associated with these
transactions is small. Indeed, after the December closings, TNC will need to
sell the Wilson for only about $1.9 million to come out even, given the $1.1
million worth of donated easements and the nearly $500,000 profit on the sale
of the 520. Moreover, if it sells the Wilson for $3.5 million as planned, it will
come out nearly $1.6 million ahead. And in either case, it will have helped to
ensure the conservation of the Pitchfork Ranch. Nevertheless, TNC has
expressed concern that the CRT is not legally obligated to buy the Wilson and

~ has asked whether LHR can grant TNC a “put” option to sell the Wilson to
LHR in the unlikely event TNC’s deal with the CRT falls through.

Why can’t TNC have an option on the Wilson?

As we have discussed, granting TNC an option to sell the Wilson to.

LHR in the unlikely event the sale to the CRT falls through would raise serious
tax risks for both LHR and the CRT. LHR is a so-called disqualified person
with respect to the CRT and is thus effectively precluded by the self-dealing
rules from selling property either directly or indirectly to the CRT. See IRC §
4941(d)(1)(A). The risk of self-dealing will be reduced, however, if TNC is a
bona fide purchaser of the Wilson, holding both the benefits and the burdens of

“the property for some period of time before selling it to the CRT. But if TNC
eliminates its downside risk with an option, it would be considered nothing
more than “straw man” and its ownership for tax purposes would be ignored.

- In that case, the transaction would be considered a prohibited sale between

LHR and the CRT. This would have significant adverse tax consequences,
making this deal unworkable.

‘How is this diffefen_t from the sale of the 520?

TNC has asked how granting an -option on the Wilson would be different

A what’s already been done with the 520. The critical difference between

.. 4 two transactions is the parties’ intent at the time of the initial purchases.
- When TNC bought the 520, there was no understanding or expectation that it
would later sell the property to the CRT. In fact, the CRT had never even been
mentioned as a possible conservation buyer. But there is an expectation that
the Wilson will be sold to the CRT, and this expectation alone increases the
risk that TNC’s ownership will be ignored. Taking away TNC’s risk of loss
would virtually eliminate any argument that its ownership should be respected.
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Would TNC’s tax-status be jeopardized if it sells the Wilson for less
than $3.5 million?

TNC has also expressed concern that its tax-exempt status could be -
jeopardized if the sale to the CRT falls through and, to recoup its costs, it ends
up selling the Wilson for less than $3.5 million.  Although this is unlikely (in
fact, we have difficulty conceiving of the circumstances in which the sale to
the CRT would not close), if TNC ends up selling the property for less than

$3.5 million, its exemption should be safe as long as it sells the property in an

arm’s-length deal for fair market value. A contemporaneous appraisal by an
independent appraiser should give TNC added comfort that the transaction will

~ not result in a private benefit or violate the private-inurement or excess-benefit
rules. - o

We hope this answers your questions. Please call if you have further
questions or would like to discuss any of these issues.

memo re pitchfork transaction.DOC
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) | : 1_ Page 1 of 2

e
From: CueeeiiR=totrcorel®
Sent: Friday, October 26, 2001 4:48 PM

To: P
Subject: RE: memo re pitchfork transaction/wilson tract
no, please do and print for file

From: JeW[
Sent: Friday, October 26, 2001 4:43 PM
To:

Subject: RE: memo re pitchfork transaction/wilson tract

-Did you save this memo in the subdirectory? If not, | will do so.

----- Original Message-----

From: B

Sent: Friday, October 26 2001 4:36 PM

To: md rg
Cc: vsi

Subject: FW: W

Hello wenswsmsand SR '

| am forwarding the memo prepared by [/ E"SFmeei at Holland & Hart which addresses the- put"
and "self-dealing” issue for the Wilson tract in the Pitchfork transaction. '

I requested this from ®emmmin order to address our concerns regarding the risk of purchasing the
Wilson tract in December without having a contract to resell the property to the CRT in January, as
the Board of Governors considers our request for approval for thls transaction.

Please let me know if you have any questions-
Thanks,

_%

From: Pe

Sent: Friday, October 26 2001 4 28 PM
To:

Cc: dn
Subject: memo re pltchfork transactlon/wﬂson tract -

. oe—

As discussed. Please calssj®or me if you have any questions.
Have a great weekend!
Ry
Ralasskimmmy
Holland & Hart LLP

555 17th Street, Suite 3200
Denver, CO 80202

a

1NAMNNONT
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Page 2 of 2

CONFIDENTIALITY NOTICE: This message is confidential and may be pﬁvileged. If you believe

that this e-mail has been sent to you in error, please reply to the sender that you have received this
- e-mail in error; then please delete this e-mail. Thank you.

1NMKMNNNT
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‘o - . TR R S )

.

‘c:
tec:
‘rom: N . :
subject: re: FW: PK Ranch Distribution of Earnings & Profits
Tuesday, June 13, 2000 at 9:50:58 am MDT

- she ‘

g - o r i Pk £

‘ertify: N , \B-J/\L\zv‘x ?C‘C’“/_l“"?"“ ¥ ‘k v vd/(.,(, Lx
. ¥

i@ Thanks for your message. < t\JC

«ctually, I think that | agree with the proposed tax treatment as outlined in the e-mail and memo from 9%, but | had a few

uestions for him that 1 just sent to him. As soon as | hear back from him, I'll let you know if there is anything else we
hould discuss, but for now, let's proceed as if we will follow their advice.

lith respect to the Estimated Tax 'payment, please note that in filling out the payment coupon that you will receive from
@koday, that the name of the corporation has been changed to Soldier.Creek Preserve, Inc. Therefore, | would suggest
1at you say something like "Soldier Creek Preserve, Inc., formerly known as PK Ranch Company”. dasesaid that the

10st important thing is the FEID # anyway, but we might as well make it crystal clear that we are talking about the same
orporation. '

fter you have received the form from Joe, and the Check Request from Pat, please let me know if you have any

uestions. In addition, could you please send me a copy of the final form for our files, and I will take care of sending
dpies to others. . ' : ' R

HANKS.

rm

presume your legal judgment is that we rely upon this

ax treatment, as proposed by D&T. If so, then my
inderstanding is that all | must do in this regard is to

vait by the sidelines until somewhere around March 15,
1001 at which time TNC will receive a K-1 from the PKR
i-corp. (for PKR's calendar year 2000) which will show a -
leemed dividend (debit TNC's investment in PKR) that TNC
vill have to record on its books and 990 for its FY01.tax
‘ear. : . '

'lease let me know only if my understanding is incorrect.

;hanks

N -- please use this email and attachment as
ocumentation for a carryforward point for hext year's 990
X prep. _ : ‘ :
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;MT‘P@TNCHQM@Servers["aM
subject: PK Ranch Distribution of Ea.  .gs & Profits

Please find attached the memo regarding the
wvailability of an

Earnings and Profits (E&P) Deemed Distribution for S
>orporations. 1|

think this will allow us to distribute the E&P of the
5 Corporation, -

thereby relieving PK Ranch of the Excess Passive
ncome issues.

-Please call me once you have had an opportunity to
‘eview the memo so .
we may discuss the issues.

Regards,

Manager, Tax Services
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TUN-12-20809 15:24 DELOITTE & TOUCHE SD 619 232 8955 F. 1/04

Deloitte &
Touche
AN

Fax Transmission

Deloitte & Touche LLP Telephone: (619) 232-€5:0
701 "B" Street Facsimile: (619) 232-09! 5.

Suite 1900 www,us.deloitte.com .
San chgo CA921)1-8198 ) :

Company/Office:
“““ —n\k DOM Con&?/u)amu\
Fax Number: ‘\/ Phone Number:
(%b?;) “JL{\ O?>LKo
From: Office: T " A
Deloitte & Touche LLP - San Diego .

;ax Number:  —

(619) 232-0955

Number of Péges ( ncluding this one):

Date:

» Comments:

To confirm receipt, or if you do not receive all pages. please cal : '

Confidentiality Notice: This page and any accompanying documents «-ontain confidential information intended for a specif -
individua! and purpose. This telecopied information is private and protected by law. If you are not the intended recipient, you an
hereby notified that any disclosure, ¢opying or distribution, or the laklng of iy 2ction based on the contents of this information, 5

strictly prohibited.

Defoit Ve
Tohmatsy
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JUN-12-2008 15:25 DELO[TTE & TOUCHE SD - B 619 232 8955 F. 2/84

Delnitte&

Touche ~ Southern California/Nevada Tax Services
I\ _ Deloitte & Tou the LLP Telephone: (619) 232-5 10
A Suite 1900 ’ - VT Telex: 4995722 - '
701 “B" Street ‘Facsimile: (619) 232-0¢ -5

San Diego, Cali;ornia 92101-8198

June 12, 2000

Mr. Craig Neyman

The Nature Conservancy

4245 North Fairfax Drive, Suite 100
Arlington, Virginia 22203

Re: PK Ranch Corporation

Dear Crai g:
We enclose instructions for paymcent of the second, third and fourth installment of federal
corporate estimated tax for the year ending December 31, 2000. These amounts are based upon

your prior year tax liabilities in order to avoid underpaym nt penaliies and interest.

FEDERAL TAX PAYMENTS: The following Federal :ax payments should be deposited with
a Federal Reserve bank or an authorized commercial bank. The payments should be made with

Form 8109, Fedcral Tax Deposit Coupon - Corporation Ir comc Tax, on or before the date
indicated. We suggest that you clearly indicate on Form £109 which year-end (or quarterly
estimate) yon want the payments applicd to. Payments re:eived in the mail by the depository
after the due date may be dclinquent unless it can be positively shown they were mailed two dzy:
prior to the date due.

Final Date A
- Type of Tax for nt Amount
Second Installment - Corporate Tax 6/15/00 $4,000
(F/Y/E: 12/31/2000) : S :
Third Installment - Corporate Tax 9/15/00 $1,500
(F/Y/E: 12/31/2000) .
Fourth Installment - Corporate Tax 12/15/00 ©$1,500

(F/Y/E: 12/31/2000)

At your request, we have included a Form 8109 for your vsc. The form should be completed
based on the instructions above. Please be sure to include the Employer Identification Number
for PK Ranch Corporation. Additionally, the Form 8109 :nust be an oni gmal; a Fedcral Bank
may not accept a facsimile or photocopy. .

" | elpitte Touche 2235 Faraday Avenue. Suite O, Carlsbad, Califorria 92008-7209 Telephone: {7601 930-3430  Facsimile: (761} +30-3440
" ohmatsu "695 Town Ceator Drive, Suite 1200, Costo Mesa, California 926; 6-1924  Telephone: {714)436-7100  Facsimile: 711 367200
T 1000 Wilshire Bouleverd, Los Angeles, California 90017.2472 Telephone; {213) 688-0800 Facsimnile: {21:3) +33-0100

50 West Liberty Street, Suite 900, Reno, Nevada 89501-1949 Telephone: (702) 3488808  Facsimilc: (7027) 22-8752

3773 Howerd Huahes Parkway. Sulte 490N, Lag Vegas, Nevads 39108 Telephone: {702) 893-3100 Facsimile: {70;}) 39-1736
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June 12,2000
The Nature Conscrvancy
Page 2

- Ifyou have any questions regarding the above or any oth>r tax matters, please do not hesitate ic
contact us.

“Yours very truly,

‘ DELOITTE & TOUCHE LLP

anager, Tax Services

"Enclosures

e T
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ubject: PK Ranch Distribution of Earnings & Profits

ate: - Monday, June 12, 2000 at 7: 18 20 pm MDT
ttach: regsec.doc

ertify: N

atigymn

Please find attached the memo regarding the availability of an
Earnings and Profits (E&P) Deemed Distribution for S Corporations. |
think this will allow us to distribute the E&P of the S Corporation,
thereby rellevmg PK Ranch of the Excess Passive Income issues.

Please call me once you have had an opportumty to review the memo so '
‘we may discuss the issues.

Regards,

Manager, Tax Services
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¢ SNy RS TNSkGy
- éct: Gl eRererrBN T bwtisasakiiaming s & Profits
ate: Tuesday, June 13, 2000 at 7:04:02 am MDT
ttach: regsec. doc
ertify: N

yresume your legal judgment is that we rely upon thls tax treatment, as proposed by D&T. If so, then my understandmg
that all | must do in this regard is to wait by the sidelines until somewhere around March 15, 2001 at which time TNC

ill receive a K-1 from the PKR S-corp. (for PKR's calendar year 2000) which will show a deemed dividend (deblt TNC's
vestment in PKR) that TNC will have to record on its books and 990 for its FY01 tax year.

ease let me know only if my understanding is incorrect.

)anks

[

-.. please use this email and attachment as documentation for a carryforward point for next year's 990 tax prep.
| )

—-Original Message—--

om:’
:nt;, Monday, June 12, 2000 9:18 PM

NTP@TNCH et v
|bjec§ PK Ranch Distribution of Earnings & Profits

Please find attached the memo regarding the availability of an
Earnings and Profits (E&P) Deemed Distribution for S Corporations. |

think this will allow us to distribute the E&P of the S Corporation,
thereby relieving PK Ranch of the Excess Passive Income issues.

Please call me once you have had an opportunity to review the memo so
we may discuss the issues.

Regards,
JORT GG

Manager, Tax Services
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Touche

JA) - Memo

Deloitte & Touche LLP Telephone: (619)232-6500 -

701 B Street, Suite 1900 Facsimile: (619)232-0955
~ San Diego, CA 92101-8198 www.us.deloitte.com
Date: June 1, 2000
}
To: " The Nature Conservancy - Tax File

From: - ~ Tax Senior

Subject: PK Ranch Distribution

FACTS

An Internal Revenue Code (“IRC”) §501(c)(3) organization, The Nature Conservancy

¢ ‘TNC”) has acquired a 100% interest in an S Corporation, PK Ranch (“PKR”). PKR has a $0
balance in its accumulated adjustments account (“AAA”) and approximately $600,000 of
accumulated earnings and profits (“E & P”) from its C Corporation years. In the proposed
transaction, PKR desires to distribute to TNC its balance in E & P. PKR does not currently
have the cash flows to make the distribution in cash. ‘

ISSUE

1. What type of non-cash distribution is allowable to distribute the balance in PKR’s E & P?

DIS CUSSION AND ANAL ) AYAY

- An S Corporation may elect under Final-Reg. §1. 1368 1(£)(3) to distribute all or part of its E &
P through a deemed dividend. If an S Corporation makes this election, it will be con51dered to
have made the election to distribute E & P first under Final-Reg. §1.1368- 1(f)(2).! The amount
of the deemed dividend may not exceed the E & P of the corporation on the last day of the
taxable year, reduced by any actual distributions of E & P made during the taxable year. The

! Under Final-Reg. §1.1368-1(f)(2), an S Corporation with accumulated E & P may elect to distribute E & P first.
Distributions made by an electing corporation are treated as made first from E & P and second from the AAA.
Any remaining portion of the distribution is treated in the manner provided in IRC §1368(b). This election is
effective for all distributions made during the year for which the election is made.

Deloitte Touche
Tohmatsu
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amount of the deemed dividend is considered as if it were distributed in money to the
shareholders in proportion to their stock ownership, received by the shareholders, and
immediately contributed by the shareholders to the corporation, all on the last day of the
corporatlon s taxable year. ' _

" The election to make a deemed dividend i is made by attachmg a statement to the tax return
filed for the applicable taxable year. In the statement, the corporation must identify the election
it is making and must state that each shareholder consents to the election. An officer of the
corporation must sign under penalties of perjury the statement on behalf of the corporation.
The statement must also include the amount of the deemed dividend distributed to each
shareholder.”

The election to make a deemed dividend is 1rrevocable and is eﬁ'ectlve only for the taxable
year for which it is made.?

' CONCLUSION

" PKR may make a non-cash d1stnbut10n in the form of a deemded dividend to distribute all of
its E & P. For the taxable year in which the distribution takes place, PKR must attach to its tax
return a signed statement identifying the election it is making under Final-Reg. §1.1368-1(f).
Confirmation of consent by TNC, a 100% shareholder, and the amount of the deemed dividend

‘must also be disclosed on the statement

F:\clients\nature\PK Ranch\RegSec.1.1368Memo.doc

2 Final-Reg. §1.1368-1(f)(5)(iii).
? Final-Reg. §1.1368-1(f)(5)(iv).
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Deloitte & TN | ,

T[]lj[;he ‘ Southern California/Nevada Tax Services
’\ ‘ Deloitte & Touche LLP Telephone: (619) 232-6500

- . Suite 1900 ITT Telex: 4995722 -~
701 "B" Street ) Facsimil_e: (619) 232-0955

- San Diego, California 92101-8198

December 10, 1999

VIA'FACS!MQE (303) S541-0346
Mr. Patn oS -

The Nature Conservancy
2060 Broadway, Suite 230
Boulder, Colorado 80302

Dear Mr. Ramds:

‘We have reviewed the tax information provided in regard to The Nature Conservancy’s
acquisition of PK Ranch Company. The attached memorandum details the work
performed and our findings relating to this matter.

- Thank you for thls opportunity to be of service to you. Please call me at (619) 231-4505
if you have any questions.

| Very truly y'ours .
%%M 7
“7’5
- Manager, Tax Services . .

Enclosures
cc:

fi/clients/nature/PK Ranch/ltr_001.doc

nelnim Tm";he 2235 Faraday Avenue, Suite O, Carlsbad, California 92008-7209 Telephone: (760} 930-3430 Facsimile: (760) 930-3440
Tohmatsu 695 Town Center Drive, Suite 1200, Costa Mesa, California 92626-1924 Telephone: (714) 436-7100 Facsimile: (714) 436-7200

1000 Wilshire Boulevard, Los Angeles, California 90017- 2472 Telephone: {213) 688-0800 Facsimile: {213} 688-0100

50 West L»beny Street, Suite 900, Reno, Nevada 89501-1949 Telephone: {702) 348-8808 Facsimile: (7001 2990782
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A Memo

Deloitte & Touche LLP . Telephone: (619) 232-6500
Southern California/Nevada Tax Services  Facsimile: (619) 232-0955
701 B Street, Suite 1900 www.us. deloitte.com

San Diego, CA 92101

Date! November 29, 1999 -
To: " The Nature Conservancy Tax File

From: F
Subject: Acquisition of PK Ranch Company

The purpose of this memorandum is to document the tax due diligence work performed by
Deloitte & Touche, LLP in connection with the proposed acquisition of PK Ranch Company
(“PK”) by The Nature Conservancy, a tax-exempt organization under IRC §501(c)(3). We
‘have reviewed the federal income tax returns-and other tax-associated documents of PK Ranch

Company (as listed in attachment A). Details of the review performed and the findings thereof
follow.

Procedures Performed

In reviewing the income tax returns and other tax-associated documents of PK Ranch, the
following procedures were performed:

» Review of the federal and state income tax returns for potential Built-In Gains taxes that
would remain the liability of the corporation after the acquisition.

e Review of the federal income tax returns for potentlal Excess Passive Investment Income
Taxes that would remain the liability of the corporation after the acquisition, including
review of possible S Corporation termmatlon for Excess Passive Investment Income for
three consecutive tax years. :

e Review of the federal form 2553, Election by a Small Business Corpdration to determine
whether the election to be treated as an S Corporation was appropriately completed,
including review of IRS acceptance of the form 2553 filing.

e Review of tax returns for any inappropriate accounting methods.

e Review of PK’s common and preferred stock books to determine whether PK met the S
Corporation shareholder requirements during the S Corporation years, including review of

o |  [FORTUNE
Tohmata 085St
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the demand note from PK to gl rust for the redemption of preferred stock.

e Review of Atrticles of Incorporation, Bylaws and Minutes of PK for any adverse tax

consequences to the corporation that would remain the liability of the corporation after the
acquisition.

‘e Review of various versions of the R R ¢ ocable Trust to determine
* -whether the trust was an allowable shareholder of S Corporation stock under IRC -

§1361(c)(2)

We have reviewed the tax returns provided by the seller and have not reviewed any underlymg
workpapers.

You have engaged us to conduct a limited review of the federal and state tax returns and other

- tax-associated documents of PK Ranch Company (as listed in attachment A). Consequently,
only those review steps described above will be performed. Deloitte & Touche does not

warrant or represent to you that our review steps will enable us to identify every error,

potential issue, election, filing, or notice requirement in your returns. Upon completion of

our review, we are repomng to you, the following findings, issues, and questions.

Federal Income Tax

PK has been an S Corporatlon since January 1,1993. If PK is a valid S Corporation as it
maintains, then the federal income tax liabilities on the i income of the corporation flows

through to the S Corporation shareholders. It also means that there are no net operating losses
or credits that carryforward to the new shareholders.

The financial statements appear to be maintained on a tax basis. The only book-tax _
differences reported on the returns for 1993-1998 are meals and entertainment, federal income
taxes, and boarding costs limitations. These differences appear to be appropriate. PK’s tax
advxsor maintains that PK has never been audited by the Internal Revenue Service. '

S Election

One Class of Stock-PK isa corporatlon that was originalty mcorporated asaC
corporation on February 10, 1956.. The corporation was initially owned by iauuuiuiaiesig,
S nd Hm Shortly after the incorporation, MW sold or
transferred his stock in PK to _ The remaining stock was subsequently
transferred several times between nTEEER. ond living trusts established by
It appears tha‘.s stock was sold or transferred to

uring 1970. During 1956, PK issued 2,000 shares of Preferred Stock tof ]
dhwbuiy Per review of the Mmutes for the Board of Directors meetings on December 2, 1992,
‘the Preferred Stock was called and retired effective December 31, 1992 at midnight. The
minutes detail that the Preferred Stock was redeemed in exchange for a note. The note was a
simple demand note for $212,000, earning an 8% interest per annum. Based on il
N s discussions with PK’s legal counsel, the note has been paid in full.
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According to Treas. Regs. 1.1361-1(1)(3), “in determining whether all outstanding shares of

stock confer identical rights to distribution and liquidation proceeds, all outstanding shares of
stock of a corporation are taken into account.” As of December 31, 1992, when its preferred
stock was called and retired, PK has only had one class of stock issued and outstanding.

" Therefore, during its time as an S Corporation, it appears to have met the “one class of stock”
requirement.

Duly Executed S Corporation Election — We have reviewed the form 2553, Electmn by a
Small Business Corporation (“Election’ i and the accompanying IRS Notice of Acceptance as
an S Corporation. The Election listed as the sole shareholder. The share
registry supports that the mRevocable Trust was the sole shareholder of PK.
- Wyoming is a separate property state for property rights purposes, therefore, if the PK stock
was — separate property, then only his signature was required for a valid S-
Eleotion. If AESTRels had an interest in the stock at the time of the election, her signature
“would be required. We have not confirmed through any other inquiries that the stock was the
'separate property of - at the time of the Election.

An S Corporation Election must include the shareholders consent with their signature. The
. sole shareholder of PK is The SN R cvocable Trust, a grantor trust. Under IRC
§1361(c)(2)(B)(1), “the deemed owner shall be treated as the shareholder ” and must sign the
~ election. According to IRC §674(a), the grantor shall be treated as the owner of any portion

- of a trust which the beneficial enjoyment of the corpus or the income therefrom is subject to a
power of disposition, exercisable by the grantor or a nonadverse party, or both, without the
approval or consent of any adverse party. Therefore, the only required signature of consent for

the S Corporation election would bem the deemed owner of the trust who is the
sole shareholder of PK. '

Excessive Passive Investment Income — An S Corporation, that has earnings and profits from
C Corporation years, may be subject to a tax under §1375(a) if the S Corporation’s passive
income for a taxable year exceeds 25% of gross receipts for the year. 'The tax rate is equal to
the highest applicable rate under §11(b), which is currently 35%. Passive investment income
is defined to include gross receipts derived from royalties, rents, dividends, interest, annuities
and sales or exchanges of stock or securities that result in a gain.

- CPA for PK, has represented to us that PK has approximately $640,000 of
earnings and profits. This amount appears to be consistent with the Retained Earnings of PK
as reported on the December 31, 1992 federal income tax return. This amount is an estimate,
and neither Mr. dlnor Deloitte & Touche have performed an earnings and profits
study to determine the actual amount. This tax is imposed at the corporate level, and therefore,

would be the liability of the corporation and not the shareholder during the tax year the Passwe 7
- Investment Income is eamed

Included in the 1996 and 1997 returns were “Other Revenues” described as “Water.” As these
revenues did not appear to exceed 25% of the total gross revenues of PK during the respective
years, we did no further analysis whether these revenues are passive investment income.

In the event that PK incurred Excess Passive Investment Income in three consecutive S
Corporation years, PK would be deemed to have revoked its S Corporation status effective the
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first day of the fourth year.

Built-In Gains — Built-in Gains (BIG) tax applies to a C Corporation that converts to an S

Corporation after 1986. PK was converted to.an S Corporation on January 1, 1993. At the

~ time of conversion, the fair market value of the assets exceeded PK’s adjusted tax basis in the
assets, creating a BIG. A tax is imposed at the corporate level when a BIG asset that was held

at S conversion is sold for a gain during the first ten years after S conversion:

TaXpayerS geﬁerally obtain an i'ndependent' appraisal on the value of property held by the C
Corporation at the time of S conversion. Based on discussions with , N0

appraisal was performed. In the event of an IRS audit, the BIG amount reported on its federal
tax return would not be supported by an appraisal.

In order to determine the BIG tax liability, the corporation first must determine its net
recognized built-in gain for the current tax year pursuant to §1374(d)(2). This limits the built-
in gain to the lesser of (a) the built-in gains for the year or (b) the S Corporation’s taxable
income. Any built-in gains recognized in a tax year that are limited due to the S Corporation’s
taxable income will be carried forward to the succeeding year (§1374(d)(2)(B)).

Durmg the first seven years begmnmg with S conversion, PK sold assets for a gain. PK
recogmzed BIG in 1993 of $677,643. The Built-In Gain was limited to the amount of taxable
income of the S Corporation, approximately $61,337, resulting in $21,468 of taxes. The
remammg BIG ($616,303) was carried forward. From 1994 through 1998, PK continued to..

~ recognize additional BIG on the disposition of C Corporation assets, but did not pay tax on the -
BIG as PK mcurred net operating losses during each of those years.

n total, PK may have recogmzed approximately $1.3 million of BIG that it has not paid taxes
.. on due to the net taxable income limitation. This BIG carryforward is the liability of the S
Corporatlon not the shareholders, and may result in approximately $455,000 of tax when the

BIG is recognizable. This amount may be more, as PK does not have an mdependent appraisal
to support these amounts. :

Other Taxes

Sales and Use Taxes — PK has placed approximately $50,000 - $200,000 of depreciable
property into service in each of the previous 6 years.  The gross sales, including sales of .
" breeding cattle, ranged from $400,000 to $900,000 per year from 1993-1998. We have not
reviewed sales and use tax reports for Wyoming or Kansas. -

Payroll Taxes — PK has reported approximately‘$150 000 - $200,000 of salaries and wages

during each of the previous six years. We have not reviewed the payroll tax reports for federal .
Or state purposes.
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ATTACHMENT A
List of Tax»Returns and Supporting Documentation Reviewed

1998 Federal S Corporation Tax Return for PK Ranch, form 1120S
.1997 Federal S Corporation Tax Return for PK Ranch, form 11208

1996 Federal S Corporation Tax Return for PK Ranch, form 11208

1995 Federal S Corporation Tax Return for PK Ranch, form 11208
" 1995 Kansas Corporation Income Tax Return, form K-120 .

1994 Federal S Corporation Tax Return for PK Ranch, form 1120S

1994 Kansas Corporation Income Tax Return, form K-120

1993 Federal S Corporation Tax Return for PK Ranch, form 1120S

1993 Kansas Corporation Income Tax Return, form K-120

1992 Federal Corporation Tax Return for PK Ranch, form 1120

1991 Federal Corporation Tax Return for PK Ranch, form 1120

Election by a Small Business Corporation, form 2553

IRS Notice of Acceptance as an S-Corporation

PK’s Common Stock — New Stock Book

PK’s Common Stock — Old Stock Book

PK’s Preferred Stock Book .

Articles of Incorporation, Bylaws and Minutes of PK .
Amended and Restatement of the SENNESSNIWR cvocable Trust dated July 12, 1996
Amendment of SysNEESRUSINR ¢ vocable Trust dated March 11, 1997.
Amendment of FJNNEGEERSSNNR cvocable Trust dated November 23,1993

Amendment of, : M evocable Trust dated February 25, 1992
Amendment o evocable Trust dated June 20, 1991
Amendment and Restatement of the NI

evocable Trust Dated August 10, 1988
Amendment and Restatement of the SUNRNSSSSwsmE vocable Trust Dated May 20, 1988
Demand Note issued from PK to“in redemption of Preferred Stock.
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The Nature Consexvancy - Wyoming
258 Main Street, Suite 200 -
Landetr, WY 82520 : L
307/332-2973 x 8005 : [ViaFax ......... (307) 33242974
RE: FK Ranch o
- Dear iR

1 apoldg!:ée for dropping off the call today. I was having some difficulty with my cell
phone. Ihave not heard back from you 50 I wanted tofollow up on our conversation
with a letter and outline some of the issues which we discussed.

A.  Conservation easement area.

It sounded as if you and {are having a discussion relative to the amount of
restrictons to be placed over the easement area and that perhaps the amount of
réstriction should be increased 50 that we can assign & lower after valus to the
ensement encumbered lands. JgIhad discussed the inclusion ofmb_li_c_if;mn.
pver the property which wonld have a substantial diminishing effect on value
and wlTx"c% Was not purt 6f the valuation criteria which we sed in assigning our
initial values to this property. Additional restrictions ag to buildinge and
subdivision would alao result in additional decreases in value.

All of this relates back to the before value assigned to the proparty as the percent
of diminution assigned as azesult of the casement and the after value i
ermed by the unrestricted value assigned the property. As you and I had

iscussed previously, there may be some potentlal to decrease the before value
of the property by up to 10%. However, as 1 described and reitexated to P
today, it i3 not oz position in this appraisal process to make up-numbers that can
‘be used to fit into the equation. The masket velue is what the value is, and that is
how the IRS will look at the overall trangaction. We do not provide a sexvice to
?ﬁgom by assigring values that axe not defendabla ox can ba collapsed by the

220 E- Mindenball. Bivernan, MT sms. PO, m 1953, Dosaain, HIT V771, PhoDe; Q00/587-7703, Froce 2465510638
N 108 Nexth Moin, §.0. Bix 174, Kheridan, N $9749, Phooa: 436/842-1400, Fox SOEB42-T40L

ARA - Accredived Rurs] Approlecy
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Obviously it sounds like there needs to be additional discussion relative to the
 valuation of the overall property and the assignment of the easement
dlmintition. @ssehad inferred that ha may ba employing an additional Appraiset
whuch could be problemiatic to the ovexall process i we have conflicting appraisal
reports out there. In view of the overall complexivz of this transaction, I believe
| ore is a considerable amount of downside sisk which could be complicated by

having conflicting appraisal reports. ‘Please advise as to what the status of this

process may be.
B Corporation Valystion. .

Prior to dropping off the call, 1was hopin'% that you had the opportunity to
revisit this isaue with (¥ relative to the

One value is specific to the transaction involving The Nature Congervency and -
one value would be Market Value as defined by appraisal law and the IRS. I we
are to appraise a property subject to ;z:cml conditions oz a special usera federal
lsw requires the inclusion of extraordinary assumptions within the transmittal -
letter of the appraisal which basically red flags any valuation work. ically we
appralse market value which Is willing buyer/wi ing seller and vmder these
-criterla, corporations which are sold within the market are penalized, 1
undergtand that the corporation lsaue may be resolved in thiree years. However,
there is a three year holding pertod invalved with the property and during that
tixne, it is my understanding that The Nature Conservancy or any other buyer of
mmhas to physically orerm the property, ‘This requires expenditure of
a considerable amount of capital relative to purchasing equipment and Hvestock
S - a3 well as menagement oversight. These are issues which a typical buyer would
) have #o consider despito the fact that they mny be able to begin to market the
: property and perhaps contract a sale for the property, now subject to » thoee
year closure. o . ‘ ‘ v

The bottom line is that conditions such as these plsce properties into un unusual
market azena and within this avena, discounts and alternative or unusual :
property values are often spen. Inman instances, tranpactions are disregarded
as being aberrations of the market when effected by too mur;hsredal
consideration or unusval fthancing conditions. We need to ravisit this issue with
the secountants to undesstand whether or not they believe there would be no
red flug on the valuation of a corporation which ilfustrated no discount. Based on
our preliminary rombets, it appears to vs you are pa ing approximately a 20%
dlscount which would probably be appropriata in corajderation of the fact the
property cax be sprung out the other stde of the équation in three years,
In our discussions in Wyothing which Zownd Lhad, 1 indicated to you that
:{pkmlly oxation discounts of 30% to 50% are seen in the market. However,
exa depend on many specific characteristics of the cng:ﬁm Including debt,
type of carporation and ldmgepuiod required. Qur discussions of those
numbers was simply to you to help you understand the issueg that we must deal
with on the appruigal side of the equation. . :

Pierce/PK Ranch - Page 2 ’ Navember 10, 1399
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1 cel, that it should be clear that wa axe engaged by the seller to provide an awralsal ost
the propesty subject to the easenent and market value s¢en in the market. Wehave -
ot engaged ta provide any type ofa Special Uss or Alteruatioe Appraisal ‘
Assignment that encompabses some of the :K:dﬂc_midemﬁm or concerns expressed
today. Such a special a?gmmt ﬁl?m e inchusion or utiltzation of extraordinary
. ussur:rﬂons or hypothetizal conditions which we axe required to disclose under
law. ltrustt]mtitudeextothepax&eehemmatwe_mpmﬁdm” ,
appralsal services bagsed on federal Appraisal guidelines. Jtis not to the benefit of our
t to provide valuation information which falls outside the normal conatrsints of the
allowing the IRS the ability to harass and 1itimately extract tax penalties
from Oux clent. ) _
1 still feel the need for additional convessations related to these valuation issues and the
factthat_medstobeincludedinthcsedjsmlonmshehashada ‘
substantial wnount of information provided to him by you TN ©lease coll
with your thoughts. : . ‘ :

. Sincerely:

(Dictated but not read.)
N
NCW /ew

PieraPK Ranch - Paged . - Novamber1t, 1999
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-----Original Message-----
From: ‘ - v

Sent: Monday, April 02, 2001 11:33 AM
To: ¢
Subject: FW: Soldier Creek Preserve 1031 Exchange

Sent: M.onday, April 02, 2001 9:21 AM | A g%'o’l ‘&% il
;:Meek Preserve 1031 Exchange M

.. ¢ Andy:

) duestion 1:

ks 5 BUPSE EEE S BABISHIf you are acquiring the property without any other
transactlon gomg on, For examp e, could there be a bargin purchase element on any of the replacement
properties for which the seller is getting part sale and part contnbutlon’? If this is the case then the
purchase price may not be representatlve of falr market value B s

peice | would suggest waltlng the two-futl years or as long as possible, within the two-year
time period, to drspose Eastman or any of the other properties purchased as replacement" property

Please let me know if you have any other questions.

-----Original Message-----

From:

Sent: Monday, April 02, 2001 9 49 AM
Topummmays

' Cc: S

Subject: Soldier Creek Preserve 1031 Exchange
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We have a couple of questions concerning replacement propérties for the 1031 exchange.

2. Is there any "holding period" for the replacement properties if we wanted to use one or
all of the replacement properties to effect another 1031 exchange? For example, if we
wanted to sell the Eastman property before January, 2003, could we do another 1031
exchange with it, and if so, is there a period we need to hold Eastman before selling it for
another 1031 exchange?

1 will be out of the office beginning on Wednesday, April 4th, and not retuming to the office
‘until Monday, April 23rd. | will not be checking my e-mail or voice messages during that
period so if you could respond to , well as me, | would
appreciate it since she will be handling matters related to this 1031 exchange while | am
away. For your information, the Identification Statement for the replacement properties will
be FAXed tesimisangiiM®on April 13th and Gillllleill FAX you a copy as well.

‘Thanks for all your help on this matter.

The Nature Conservancy
Western Resource Office
2060 Broadway, Suite 230
Boulder, CO 80302

This message (including any attachments) contains confidential information intended for a

specific individual and purpose, and is protected by law. if you are not the intended recipient, you -
“should delete this message and are hereby notified that any disclosure, copying, or distribution of
this message, or the taking of any action based on it, is strictly prohibited.
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e miuvran o Boq
Michael Dennis '

March 15, 2001
Page 3 o ‘ : -

THe Treasury regulations also permit a landowner granting a consen 7atiqn
easement to retain rights|the exercise of which might impair the conservation intergsts associated
with the property| Sec Treas. Reg. § 1.170-14A(g)(5). For example, a landowner miay ketain the
right ta build addjtional homes or roads on hig property (i.e., rights whose exercise might impair - -
conservation intefests) without jeopardizing the tax deductibility of the conservati casement he
is granting (thougtx such retained rights could rednce the amount of his tax deducti n).

{ exercising a retained right, the landowner is required by the Treasury regulations t

~ donee organizatiqn in writing. Moreover, the donee organization must have the rig
the property to verify compliance with the conservation restrictions, and the right t
conservation restfictions|by appropriate legal proceedings. We believe the appro

‘recommended fox the anjeridment of conservation easements (i.e., requiring TNC t
that the amendment will jnot have a significant adverse effect on the conservation i
associated with the property) is cousistent with the approach taken in the Treasury fegulations

- regarding the exetcise of retained rights. -

. ~ When neé'oﬁaﬁng future conservation easements, TNC may in certain instances
want to go to considerab Ee lengths to encourage Jandowners to consider carefully what specific

property rights they want to reserve, - Reserving rights at the time of the original gift cquld avoid
the need to amendl a conservation casement later, The reserved rights should.of course be

congistent with the consérvation purpose of the easement, and the landowner shoulli understand
that retaining rights may, rcduqc the amount of his tax deduction. -

_Fipally, ybur memorandum states that it is TNC’s position that an amengdment that
places an additional restfiction on a property already protected by a conservation easement is no
different than plafing an/additional conservation easement on the property. A recent U%S. Tax
Court decision supports this position. In Strasburg v. Commissioner of Internal Revenyee; the
court held that anl amendment to an existing conservation easement where the dongr was giving -
up the right to bujld an additional home on the property constituted a qualified confervation
contribution for Which the donor was entitled to a deduction. 79 T.C.M. (CCH) 1967 QZOOO).
Under Strasburg,|a landdwner who retained rights at the time of the granting of thq original

i ent should be able to receive an additional tax deduction ifhe later| -

r"retam 2d rights to the donee organization.

, We hope fthese observations and shggcstions aréi useful. Please calljus if you have
questions, and please keep us informed on your discussions with IRS regarding amendment of
conservation eas¢ments : . :

21316871 5
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Michael Dennis, Esquire
Qenezal Counsel
The Nature Conservancy

1815 Nerth Lynn stréet
Arungton.‘ﬂrqinh - 32209

‘Dear Mikes

7Aooz

.02

As you requested, we have considersd alternativs vays

in which & combined purchase/donation to The Natuxe Conedxvandy
could be implemented. This letter presants two alternatives

vhich come within the general cutlines va have besn discucsing
for the transacticn, and explaina the advantages and disadvan-

tages, if any, of each. :

_ our understanding of the nature of tha transaction is
es followa. The donor/purchassr, 8 individual whose legal
residence and domicile are 1in the 8tata of Ceorgia, has proposad
to purchase approximately 75 percent of the known
congervancy. The Nature Conservancy's basis in that land is
within the range of $20-21 ailiion. The Qonor/purchaser ie

,u_uuni to make » $15 million comnitaent to The Nature Conser-
vanoy

1n exchangs for the 75 porcant interest in the ;_:opon{.
As s condition of t-hoveomn{uncc, -The Natura COnservancy wil
place oconaexvation restriot ] .
vonolusion of the transaotion,  cuxrant ‘writtan sppraisal vill
be cbtained to deternmina the fair market valueé of. gsl 75 percent
interest subjact to tha aonservation restriotions.

¥  We sasume that the appraimal will meat the standards of &

gualified appraisal prepared by & qualified independant
sppraissr. fca Treas. Reg. § 1.170A-13{C) . '
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of this letter we assume that this sppraised valus will ba §X
million. ’ : ) :

To ths extent that the §15 million commitment exceads
the vilus of ths land subject to ths consexvation restrictions,
the donor/purchaser is willing to make a charitable oontribuiton
to The Mature Conservancy of the difference between $15 million
and the appraised value of the land. The ¢15 million will ke
paid {n ingtallments, dased on 8 sohedule to be sat forth in the
purchase/gift agresment(s). The donor/purchaser has indicated 2
willingness to execute promissory notes for the full €15 million,
provided that tha nota evidencing the charitable contribution
does not alter tha timing of the deductibility of the donation.
The portion of the prics sllocable to the land will carxy
interest at the appropriate applicable Fedarsl rate ("AFR"). The
poxtion of the price allooabls to the charitable donation will
include additional sums to scoount for the payment of the
donation over time.

We think there are tvo forms that achieve these results
and cope within thess guidelines:

1. Two simultaneocus sgreemants: a purchase agreemont
. for §X million conveying the 75 psrcent interast

in the land and a ssparats charitable subscription.
for SY million. The land purchase agraemsnt would
De seoured by mssets woagtnblo to The Nature
Conservancy’ the charitadle subsoription ocould be
u:u:\)u-ed, or seoured by acoeptable assots (a.4.
8%0ocCKk) » ’

3. A single agreement for $13 million, with 6X
millien -_x-frnaly allocated to the land ss,
and 6¥ million expressly designated as a oharita-
ble sub,wr}.{uon.' The agresment would ba seoured
for $13 million by assats scceptable to The Nature
Conservancy. ' ' '

, As a preliminary matter, it appears to us that the

payment of an amount in excess of the valus of the land does not
create any automatic problem under the charitsble gift rules.

Donors commonly engage in "bargain sales,” selling property to a
charity for sn amount less than fair market value. e in®
is recognized as a charitable donation, and is deduotible by the
donor. Our situation is simply the raverse of the hargain sale.

Sinilarly, in a bargain sxchangs, donore give vajuable
property to s charity in exchange for less valuable property.
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.

The Internal Revenus Ssrvice (the "Ssrvica®) acknowledges the
deduotibility of the excess value given to the charl.t!. our
situation is very similar, sxcept that instead of giving property
with an excessive value, our denor will give monty in excess of

. the property's value. -

A : That is the rxesult {n another xecognized form ot
charitable giving, the gift annuity. There, & donor purchases an -
_annuity from a charity for a price that exceads the price of a
comparable commercial anmuity. Tha excess paynent constitutea a
charitable gift, deductible in full in the year of purchase. The:
gift annuity is analogous to our situation, bacausa an amount

will be paid that exceseds the fair market value of the land
purchassd. ' :

' We vecelve comfort from the fact that the Service
Tecognizes and respeots that gifts can ocour in combination with
. an arm’'s length transastion. No reason occurs to us for -

- dimsimilar treatment whers the donor receives less than fair

. market value to diogou of pro y and where the donor pays more
than fair market value to sogquire proparty. '

’ Based on the foregoing, it appears that there is little
risk that the Sservica will refuse to avknowledgs the gift portion
of a transaction that appears to combine both purchase and gift

slenents. And as we discussed, the charitable donation will be
deductible as payments ars mada, irrespeoctive of vhether the gife

is evidenced by a sscured or unsecured nota and/or subscription
agreenant., ' : :

Poxm

. By creating separats cbligations for the donor,
ssparats agreaments may evidenoa the parties' intention that
there ars distinct elements of the tranmaction. It is unclear
that any significant advantage is gained sinoe the Service is
unlikaly ta deny that a gift has oocourrsd. Adopting a format to
eeparately sstablish the gift may be an unnecessary.precaution.

- On the other hand, separate agreoments may provide destter
evidenoa of the parties'’ view of the roh{ivo value of the land
and the charitable girt.V - : :

¥ There im alvays a risk that the Service will ignora the fora
selegted, and will roecharacterize the transaction in a manner it
considers mors consistent with the substanca of the transaction.
For example, aven if va exsoute saparate agreements for §X -
(continued...)
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If separats agreements are axecuted, the land pugchase
agresment would be supported by a pronissory note, conta (Y
~ achedule of paymsnta and reciting the appropriate AFR interest.V
The prorniesory note should aleo provids The Nature Conservancy
- with a security intersst in assets acceptabls to The Nature
Conservancy in the avent of default in payment.

- We balieve the gift should be made in the ftate of
Georgia and that tha gift should take the form of a charitable
‘Subscription, or pladge, reciting the donor's promiss to pay the
stated amount, A paynéent schedule may ba set forth. By taking
the fora of a charitable subsoription or pladgas, The Nature
congexry will be in a better position to enforxcas tha pledge.

- 828 0.C.G.A. § 13-3-44 (1991) (adopting Restatemant of Contraots,
24, § 90(b) and providing that a charitable subscription is

. binding under section 90 "without proof that the promise induced
action or forbearance®).V :

g : Given that charitable subsoriptions are enforcsable in
.}~ Georgla, it may not be coritical to have the pledge secured.
! However, securing the pledge with property of similar value

v (. ..oontimled) : : .
nillion and for $Y million, respectively, the Service may assert
that thoss agreements ares actually a -i:zu agreement for $13
million. Thus, there may be no autual advantage to structuring
the transaction in this way.

¥ xf the agreement does not provide for adequate stated .
interest, additional interast will be ted, and the principal
_portion 6f the purchass price will bs reducsad. Under our facts,
that would support an argument by the Service that, in l{eu of :
reduoing the principal amcunt, some portion of the gift should bs
allocated to the land purchase.

¥ By contrast, Virginia has not codified the Restatement rule,
and its courts have yet to decide whathsr the ruls should ba
adopted judicially. a? , _ . "
234 Va. 163, 360 8.k.2d 220 (1907). Noraover, sone state oourts
have rejected the Rsstastement rule. For example, Maryland courts
have refused to snforce charitable pledges absent legislative
adoption of the Restatement. NMaxyl ‘1

_ ] e » 386 M. 274, 407 A.24 1130 (1979). In
view of the uncertainty under virginia law, tha pledge should

provids expraasly that it is to be governed by the law of
.Georglas.
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demonstratea the parties' bona fide belief in ths relative value
of the land and the gift., A security interest almso gives added
confort (and may be prooedurally simpler) in the event that the
donor defaults on the gift agreement.

Form 2

As noted, it is doubtful that the Service would dany -

- the existence of a gift simply becsuse a wmingls transaction :
oonkines a purchase and a gift. Therefors, there is littls

. -reason not to uss & single agreement to sffect tha purchase/gift.

- The charitable gift would be structured under the agreeoment as a
charitable subacription or pledgs to take advantage of Georgia
lav. As in Form 1, the agresament would carry a proniuam note,
secured by assaets socepteble to The Naturs Conassrvancy
stating adequate interest. :

' : A aingle agreement for the purchasa/gift would have to
spell out expressly the parties' intended allovation of the
purchase price bstween the land and ths gift. Ws should note
that, regardless of that allocation, tharae is alvays the xisk
that the Service will challenge the appraissl and the resulting
sllocation, and assert that a greater portion of the §15 million
purchase price is allocable to the land.” whils The Naturs
Conservancy would still ba entitlad ta 613 million, the donor
runs the risk of having a wmaller charitable deduction.V '

while Yora 1 {s our preferred form, ws are not opposed
to either of the formatms described. ‘

¥  since the purchaser and The Nature COnservancy ars not
related parties, ordinarily the price bargained for by tha
‘parties would set fair market value. Where the parties contend
~ that the fair narket valué is 1e8s than the amount being 4,
with a gift element constituting the sxcesn, the Service has some

- room to challenge the allocation of the price between the sale
and the gift. -

4 If the Service successfully contends that the value of the
land is greater than $X million, thereby reducing the charitable

donation, the donor's basis in the land would be inoreased dollar
for dollar.
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~ If you have any questions, or we can be of turthur
aszsistance, pleasa let me know.

S8incerely,
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WILSON & COMPANY, PSC
Centittet Public Serountiors

The Nature Conservancy
642 West Main Street
Lexington, KY 40508-2018

" Dear Mike:

© Asyou reguested, wo are writing to outl
- 1sland, Inc. (2 Kentucky corporation).

#7141 P.00O//007 "

awd Fang AT Serpon Steeer Telsphtilz 930 S0 "l'}h‘-

Pese Tee Box 1120 Facsipitle 708 n7a-0820

Sumvreel. By 12602 : BUEDNT st SoomS RS e
© March2, 19999

ino the estimated tax effect of liquidation of Logt

Based on the appraisel letter you futnished and nssuming 100% of the value ($15,000)
repregents gain to the liquidating corporation gnd the Corporation has no other assets, Jisbilities or

. transactions, the tax liability to the Corporation should be $600 Kentucky income tax and 52,250
' federal income tax. The totel tax should not exceed $Z,B§Q, :

-

Tt may be possible to reduoe the jncome tex somewhat if we can detemiinc the cost of b6
real estate in the hands of Lost Island, Inc. The estimiate we present horo should be worst casc.

Please contact us if you need additional information.

Very truly yours, |
WILSON & COMPANY, PSC
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- July 19, 1999

Michael Hatter .

* The Nature Conservancy
642 West Main Street
Lexington, KY 40508-2018

Dear Mike: |

. Asyou réquested, we -are writing to outline the estimated tax effect of hqmdabon of Clear
Lake Chab, Inc. (a Kentucky corporation). ' '

Based on our discussion, the orly easet of the corporation js real estate with e fair value of -
- $350,000 and basis {cost) of $7,500. Liguidation of the corporation will cause recognition of
- cotporate level gain of §342,500. The resultant income tax will be approximately $23,500 -
‘Kefmcky and $131,500 federal, for total tax of $155,000. S———
desw - v

: The tax estimate we have calculated does not consider any other transactions, assets or
lishilities that Clear Lake Club, Inc. may have. S

' Please contact us if you need additional information.
| ER Vety truly yours,

WILSON & COMPANY, PSC

Tz eoinpdom vl e P UG of L YR
the Aspericpe Baringty of ol bl g A
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a) liquidation by TINC
’ In computing the liquidation tax I made the following assumptions:
fmv of land = $350,000

* cost basis of land = $7,200, based upou title insurance policy purchased by Clear Lal?cc
Club, Inc. in 1953

The ~quuidation. tax is computed as follows:
$350,000 - $7,200 = $342,800 x 34% = liquidation tax of $116,552

. TNC has spent $52,359.80to acqume 2 sharcs of the corporatlon ($28 193. 80-Igcrt +

~shases, TNC's grand total is $139 35780 to acquire 5 “Shares,

This amount does not include duect expenses (lz'gal fees, safe deposit box fees, title
insurance, travel related to acquisition, phone, overnight mail, cost of preparing tax return, cost
of corporate document preparation and filing, etc.) - Mike, refer to the TDR for the direct
‘expenses charged to the project budget center. illlllll8an help you with any overnight mail,
postagc or copymg charges that ongmated in my ofﬁcc :

Assume that total dircct expenses are $10,000, $10 000+ §1 16 552 hqmdatlon tax +
~-$139,857.80 to purchase the 5 shares not donated = $266,409.80. This is the estimated amount
_that TNC should charge the state (plus overhead and interest on amounts advanced to the project,
if recoverable.)

Seguence of events - liguidation
1) TNC acquires all shares of Clear Lake Club, Inc.
. 2) Liquidate:

« prepare corporate legal documents—-minutes, resolutions, etc. necessary to appoint new
officers and directors, vote to liquidate, etc. P MJ®has started some of this work.

. -prep*arc a final corporate tax retum for Clear Lake Club, Inc. showing the liquidation.
SRR, 2 do this. He should compute the fax--the above amount is my best -
estimate. TNC will order a check to send to the IRS when tax retum is filed.

o stgn deed for land from Club to TNC. TNC purchascs title insurance policy. Record
.deed. Sign deed from TNC to state.

3) Deliver deed to state. Pick up check to TNC from state.
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er of intent.

. Mike, I would like to have YN (or other approptiatc person) 2R sigh 2
letter of intent (or a letter of confirmation accompanied by an invoice, if letters of intent are not A

used) to confirm that the state will reimburse the following transaction expenses incurred by
TNC in order to deliver clear title: cost of purchasing 5 shares, cost of liquidation tax, direct
expenses (list them—~phone, overnight mail, title instrance, etc.) overhead (if recovcrabl e) and
interest (if recoverable,) .

We need to document that TNC is not making a profit doing buéin&ss witha goveminent o
agency. Because the corporate liquidation tax is an expense TNC must pay, it is not technically

_part of the cost of the land. If the state prefers a lump sum amount that is fine, but I want the file
‘to document the breakdown,

Ideally TNC will spend the $87,000+ to acquire the additional shares at the same time the -
state is ready to deliver the check to TNC. Let’s discuss the sequence/timing of the state’s
approval/payment process so we can coordinate spending/reimbursement.

SR gpested that TNC attempt to give the 3 remaining share owners a note instead of
cash, with a promise to pay the cash as soon as the state reimburses TNC for the land. If any of

-the remaining shaxe owners are agrecable, this would save TNC interest charges.

" b) Setup atitle holding_company.

The second alternative. Under section 501 (c)(2) of the Tnternal Revenue Code,
corporations are exempt from tax if they are organized for the exclusive purpose of holding title
to property, collecting income therefiom, and turning over any income to another tax exempt

‘organization. .

TNC conld app[y for a determination that Clear Lake Club, Inc, is 2 501(c)(2)
organization. The idea of applymg for S01(c)(7) status (pleasure, recreation club) won’t fly -
because TNC cannot show that it is a pleasure or recreation club nor is TNC in the business of
pleasure or recreation.

TNC is currently using the 501(c)(2) strategy for other projects. In the other projects,

TINC is working to acquire assets of corporations that have already received IRS determination as

tax exempt. . Because Clear Lake Club s federal tax status is undetermined, it is a weaker
candidate for using this strategy. '

In addition, in the Axe Lake project there is enough margin between the fmv and TNC's
transaction costs to cover all costs of the project, assuming SR8 s willing to reimburse TNC
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for the liquidation tax. This alternative is not available in the other prbjects. Because TNC has
an alternative, Mike prefers to not rely on the 501(c)(2) route

The steps of the 501 (c)(2) route are 1) acquxre all shares 2) apply for 501((:)(2) status; 3)
get IRS detenmination letter; 4) if determined tax exempt, sell land to the state. There would be
- no tax liability whatsoever. If dctcrn:nned not tax exempt, pay tax, file tax retum sell land to
state. :

- Lost Island Club Corporation |

'TNC will need to follow the liquidation sequence here as well. We need to determine the
cost basis of the Jand. TNC bas paid $5,000 to acqmrc 1 of 3 outstandmg shares and recewed

__ . .WQM .» ‘._.- e [ ——— A e .-.._.,.-A,v.__

| Please talk with me about the steps for tmpldng down corporate records—we have only a
copy of the articles of incoporation dated 1965. We need to contact ’-—is.there a title
policy for Cashe Island? or any other record of what the club paid for the land?

, Mike, please set ‘aside some time and gwe mea call to discuss, YEEEEG
- thanks agam for your assistance. :

ky/axctax.mem
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 SE— : P heve Tecthdls ’P‘k EWL
i From: OSSRy T f\)é ’ ' ’

Sent: Monday, April 21, 2003 10:16 AM

To: dW

Cc: CHRRSIn @ incessmireagiond @iataigs
 Subject: FW: Soldier Creek Preserve

per our conf call this morning, here is the summary of UBIT tax estimates oI for SCP--
I'll follow-up with an email to GG o

Becky

p-s. tarts maternity leave tomorrow, so please copy (imiimmsmgon all WYFO matters/con'espondenée going
forward. would you please let all of WFYO know? ’

+ -----Original Message----- _
From:

Sent: Friday, April 11, 2003 3:41 PM
To: ?M.

Cc: § i ’ j .)
Subject: Soldier Creek Preserve

ﬁ | -

: .Attached are the projected tax calculations on the sale of appreciated assets foflowed by a liquidation of SCP

_under various scenarios that we discussed.

3
1

- Also attached is a memo that outlines the assumptions that we used for the calculations. Please let me know if
' you require additional scenarios added to the calculations or if you have any questions. '

Have a great weekend!

<<assumptions.doc>> <<tax basis calc_tnc.xis>>

_ Director i
National Real Estate Tax Services

Deloitte & Touche | 701"B" Street, Suite 1900 | San Diego, CA 92101-8198

This message (including any attachments) contains confidential information intended for a specific individual and
purpose, and is protected by law. If you are not the intended recipient, you should delete this message. Any
disclosure, copying, or distribution of this message, or the taking of any action based on it, is strictly prohibited.

4/21/2003
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Deloitte & Touche LLP Te  '519)237-6586

701 "B" Street, Suite 1900 Fa. (619) 6154932
San Diego, Ca 92101-8198 www_deloitte.com
USA

v Deloitte
Memo - &Touche

Date:  April 11,2003
To: The Nature Conservancy
From: NG

‘ Subject: Soldier Creek Preserve

Facts: Soldier Creek Preserve (“SCP”), a wholly owned subsidiary of The Nature Conservancy
(“TNC”), is contemplating the sale of certain appreciated assets, to be followed by a
liquidation of the corporation. Any remaining assets and liabilities would be’ distributed
to TNC in the liquidation: .

Income, gains, losses and deductions that arise from the ownership of an S Corporation
by a tax-exempt entity including the disposition of the stock, is considered tobe an
unrelated trade or business under Internal Revenue Code Section 512(¢).

Issue: What are the tax conscquences to TNC of SCP’s present intent to sell appreciated assets
followed by a complete liquidation?

~ Conclusion: The attached calculations reflect the tax consequences under various scenarios. The
calculations were based on the following assumptions:

e Fair market values of the real property held by'SCP was provided by TNC;

e TNC has no other means of sheltering the gams realized from the sale of property and/or the
- liquidation of SCP;

. SCP has no prior C Corporation earnings and profits;

o Al calculations assume that the sales and/or liquidating distributions occur within the same tax
year. If the sales and/or liquidating distributions occur in different tax years, the results would
matenal]y differ from the calculations presented

o The tax basis of the stock and the gain on the sale of assets is based on information through
December 31, 2001, as information for the tax year 2002 is not yet available. The taxable income
or loss (excluding the gain on sale or the distribution of properties) for the period beginning
January 1, 2002 through the date of liquidation will impact the stock basis therefore, the actual
income tax calculations may differ from the current presentation;

Deloitte
Touche

383



Page 2
To:
Date:

The Nature Conservancy
April 11, 2003

The gains realized on the projected sale of property exclude selling expenses (commissions, etc.)
that would be deductible for income tax purposes. As these costs have been excluded from the

~ calculations, the tax amounts are conservative estimates of any actual tax liability;

All other assets and _liabiliﬁes (excludin_g real property) were assumed to have a fair market value

_equal to the net tax value and therefore no gain or loss was calculated on those items;

The intercompany liability of $1,558,224 (as of December 31, 2001) will require repayment
before the liquidation of SCP. Alternatively, this amount could be contributed to the capital of
SCP. The contribution of the intercompany liability would increase the stock basis and capital
loss realized on the complete liquidation of SCP;

The state tax rate was assumed to be 6%. The federal tax calculation assumes a 34% rate, tax-
effected for a state tax deduction; '

If SCP elects not to liquidate, but sells certain épprcciaﬁ:d assets, the g;ain realized on the
disposition of the property could be deferred under IRC Section 1031 (like-kind exchange) if

replacement property is.acquired by SCP under the prescribed time limits.
_ N

-
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TENT " ~'VE AND PRELIMINARY - FOR DISCUSSION PURPOSES = ™.Y

""“er Creek Preserve (FKA "PK Ranch Company”)
. sated Tax Projection Calculation on Various Scenarios

zenario 1 ] .
No property is sold and all is distributed to TNC in liquidation

aginning Tax Basis of TNC (as of 12/31/01)

8,889,161
stal Gain on Distribution - Section 311(b) / 337 12,048,851
istrib_utibn (13,197,992)
apital Loss on Liquidation 7,740,020
.;in.from"Property Sales/Corporate Liquidation 12,048,851
ess Capital Loss on Liquidation (7,740,020)
ot Capital Gain on Liquidation 4,308,831

ax on.distribution of appreciated property - Section 311(b) / 337

“sderal 34.0% 1,377,102

state 6.0% 258,530

~ Total Tax 1,635,632
icenario 3

Like-Kind Exchange

this scenario, no property is distributed and SCP does not
juidate. To the extent that there are property sales, fike-kind
«changes can be completed to defer the tax, so long-as the net
oceeds generated from the sale will be reinvested in like-kind

«change property.

Scenario 2
i perties are sold and the remaining
properties are distributed to TNC in complete liquidation

Beginning Tax Basis of TNC (as of 12/31/01) 8,889,161
Gain on Sale of Bgsinketulu— 6,205,250
Gain on Distribution of remaining properties 5,843,601
Less Distribution of Sales Proceeds (6,900,000)
Less Distribution of Property:

L s 4 (41,992)

b 4 (1,173,000) -

am- -3 (3,300,000)

W » (1,783,000)
Capital Loss on Liquidation 7,740,020
Gain from Property SalesICorporate'Liquid'ation 12,048,851
Less Capital Loss on Liquidation (7.740,020)
Net Capital Gain subject to UB! tax 4,308,831

Tax upon Sales of Property/Liquidation -Section 311(b) / 337

Federal 34.0% - 1,377,102

State . 6.0% 258,530

Total Tax 1,635,632

.| Total Proceeds from Sales of Properties - 6,900,000
Less estimated UBI tax (1,635,632)

Net Proceeds to TNC . 5,264,368
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From:
“nt:
B
Ao
Cc:
Subject: Chancellor Memo
542319-1_.doc Static copy of

MMoreheadBPierc...  Hello all-

Attached below is an updated memo (542319-1. 1.doc) from our outside counsel,
-] t Isaacson, Rosenbaum, Woods & Levy in Denver, which addresses

some of the outstanding tax, securities, and real estate filing issues for

the Chancellor project, which is coming before the Board of Governors next
-week. | have also attached below a prior memo (Static copy of

fronssmmpadated May 23, 2002 which addressed several of
these matters. , , C

I think the memo fairly reflects the law and a reasonable interpretation
thereof, however, | believe that there are two areas which could use more
emphasis in consideration.

The first is the issue of "re-assemblage” of the individual lots after all

“development rights have been extinguished. - A{Jiillotes in the memo,

there are concerns both from a securities and a tax perspective regarding

the possible sale of tax credits under the Colorado tax credit statute. The

gray area exists in determining whether there is any pre-conceived

expectation or notion of re-assemblage, and I urge to consider carefully how
‘s may be interpreted or perceived. - ‘

1 he second area involves registration with the Colorado Real Estate
Commmission.. It is my understanding that sales of 20 or more lots (whether
in one or several phases) requires such registration. The registration form
is not difficult but it does require disclosure of certain matters by the
principals of the applicant - i.e. The Nature Conservancy, a District of
Columbia nonprofit corporation - not just the local field office. | raise
this because I recall this was an issue for the TNC principals when we were
considering an application for a Colorado liquor license at the
Medano-Zapata, and such application required similar disclosures.

Botm and | are available Monday if you have any concerns concérning’
this memo. ' :

Thanks-
Becky
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MEMORANDUM

TO: N———

CcC: .
—
L ™
rroM: T
| DATE: September 27, 2002
RE: May 23, 2002 Memorandum re Availability of Colorado Conservatlon

Income Tax Credits

You have asked us to expand on several issues related to the May 23, 2002 memorandum
that I wrote to you re "Availability of Colorado Conservation Easement Income Tax Credit In a
Southeast Colorado Limited Development Transaction." A copy ‘of the May 23 2002
memorandum is attached and should be read in conjunction with this memorandum. :

Pnor to addressing those issues, I want to discuss a September 20 2002 Internal Revenue
Serv1ce National Office Legal Advice Mémorandum for Area Counsel which raises, but does not .
answer, several issues regarding the Colorado income tax credit for the donation of a
conservation easement. The first and most significant issue raised is "whether, to the extent a
 taxpayer is effectively reimbursed for the transfer of the easement through the use, refund, or
transfer of the credit, that benefit is a quid pro quo that reduces or eliminates a charitable
deduction under § 170." An affirmative response to this question would throw the availability of
the Colorado income tax credit into some confusion because of House Bill 02- 1098, passed this
year by the Colorado Legislature. It requires that for a Colorado income tax credit to be claimed
the conservation easement must also qualify as a qualified conservation contribution under
Section 170(h) of the Internal Revenue Code and the applicable Treasury Regulations.

The remainder of the legal Advice Memorandum raises questions about whether the
credit received results in a capital gain to the donor of the conservation easement and related

542319.1
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issues. These remaining issues, while not going to the very availability of the credit as does the
first issue discussed above, could have a material effect on the economics of a transaction -
involving the credit. The office issuing the Legal Advice Memorandum has recommended that
the questions it has raised be addressed in published guidance, which would have to be approved
at higher levels of the Internal Revenue Service.

~ Consequence of Purchase of a Parcel by a Board Member

The first question asked was whether a board member of the Colorado chapter of The

- Nature Conservancy could purchase one of the proposed parcels.  We believe that with
appropriate cautions, a board member could do so. A tax-exempt organization is not prohibited
from selling an asset to an insider such as a board member, provided it is at a fair and reasonable

_price without special concessions not offered to the general public.. One could ant1c1pate
however, that added scrutiny would be applied in that type of circumstance. That requires that

~ the parcels be appraised carefully so that the sale values can be defended, whether that sale is to

an insider or to a member of the general public. An additional consideration may be that a board

member who believes it is reasonably likely that they would partxclpate in this project by the

purchase of a parcel, may want to recuse themselves from the review. and approval of the

structure of the project, and should certainly recuse themselves from the process of valuing and
setting sale prices for the various parcels.

Further Description of the "'Collapsing of a Transaction”" and Additional Discussion -
' Régarding Reassemblage of the Property '

It should be expected that the structure of this transaction will be reviewed as to its
"substance" and not as to its "form.” That means where additional steps are created in a
transaction for no reason other than to generate a tax benefit, or where there are elements of a
transaction for which there is no underlying economic reality, additional scrutiny of the
transaction would look past those items to the substance of what really occurred. A donor of
money to The Nature Conservancy who only receives title to the property temporarily in order
- for them to place a conservation easement and therefore generate a tax credit, before allowing
‘The Nature Conservancy to reassemble the property, includes a step (the transfer of title) which
occurs for no reason except to generate the tax credit. Conversely, a sale of a parcel to a "buyer,"
- where the paper trail is clear that it is their intention to be a buyer of property and not just a
" donor of money, would naturally include the step of transferring title to property. This relates to

my prior caution that "prospective parcel owners should be approached as 'buyers' and not as
‘donors.™

In giving additional thought to a right of reassemblage and whether that was possible, 1
am still nervous about formalizing a reassemblage plan. If a right of repurchase can be exercised
after a parcel owner has made the donation of a conservation easement, it would give credibility
to the characterization that this was simply a "loan" of the property to a party to generate tax
credits. If a right of repurchase exists which could be exercised to prevent a purchaser from

542319.1
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bliilding a home, it contradicts the position that purchasers are free to either build a home or
- donate a conservation easement. I would be concerned about these issues regardless of whether
it was a contractual right of repurchase or something less direct, such as the ability to walk away

from the property before a balloon loan payment was due on a loan from The Nature
Conservancy. :

A better program of reassemblage might be not to raise the issue during this first stage of

“ the project. A purchaser of a parcel who donates a conservation easement -and eliminates any

building right does have property which is of limited use to them. Following those events, they

" may approach The Nature Conservancy on an unprompted basis that they prefer not to retain

title. A suggestion at that time that the fee title could be donated to The Nature Conservancy ora

donation could be provided. for in their will may accomplish almost as much as a right of
tepurchase, w1thout the pos51ble taint on the structure of the transaction.

Unrelated Business Income

You have asked that we advise you about our view of whether the sale of these parcels:
- would create unrelated business income for The Nature Conservancy. For such income to be
from an "unrelated" trade or business it would have to be ' 'not substantially related (aside from
the need of such organization for income or funds or the use it makes of the profits derived) to
the exercise or performance” of the organization of its charitable purpose. Our belief is that you
can make a good case that the sale of these parcels is substantially related to the charitable
-purpose of The Nature Conservancy. That position can be enhanced if the sale of the parcels is a
part of the land preservation project and not just a manner of raising money for it. Tying the
conservation values of the parcels to the conservation values of the whole project, specifying the
-location of the building envelopes, and the creation of a community, albeit it limited in size, that
- helps monitor and foster the conservation values of the property, would all be helpful in
" establishing that substantial relationship.

A second consideration regarding this issue should be whether any income is actually
going to be generated by the sale of these parcels. Allocating the purchase price of the project to
specific parcels to determine a basis for each parcel is important. If they are not sold at a value
higher than that basis, then it may be that no income is realized.

Securities Law and Colorado Subdivider Requirements

We have been asked to advise whether we believe the proposed structure of this
transaction, now described to us as eighteen (18) or nineteen (19) parcels initially with the
potential of another 18 or 19 parcels in a distinct second phase, causes any concem regarding

- securities issues. The definition of a security is a common scheme, with an expectation of profit,
based on the reliance of the actions of others. It does not seem to us that the sale of the parcels
would fall within that definition. However, the fact that this is the sale of real property on an

542319.1
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"individual parcel basis does not settle the issue. We assume that the marketing of these parcels
will not include any communication which would create an anticipation for an increase in value
of the properties because of the actions of The Nature Conservancy. As an example, marketing
these properties as "great investments, which will increase in value because they will be next to

~ permanently-protected open space owned by The Nature Conservancy” could result in crossing

the line from sales of individual parcels of property to individual purchasers, to a common

scheme of sales with an expectatlon of profit based on actions that The Nature Conservancy is
gomg to take

. We have not been asked to address any issues of registration as a consequence of the sale

“of these parcels, but would like to briefly comment. CR.S. § 12-61-401, et seq. requires
__registration as a subdivider for the sale of twenty (20) or more parcels. There is no stated
‘exemption for doing more than twenty in distinct phases. - Therefore, the conservative course of =

~ action, because a violation is a Class 6 felony, will be to register. The Interstate Land Sales Act
exempts sales of less than twenty-five (25) parcels from the provisions of the Act, and exempts

less than one hundred (100) units from reglstratlon but not from its advertising and marketing
requirements.

. H_bw to Market the Property

~ We have also been asked about our thought regarding the marketing of these parcels
regarding the choices of constructing the home which would be permitted within each parcel
versus the donation of that right by the imposition of a conservation easement. This is an area
where I believe that extra caution must be exercised. Ibelieve it is acceptable to inform people
of the choices that they have as the purchaser of one of these parcels. Those choices include

~ building a home, donating a conservation easement and eliminating the right to build, or doing’
neither. Tt is essential that there is no expectation’communicated verbally or in writing to the lot
purchasers that there is an obligation, albeit moral and not legal, to donate the conservation
easement and eliminate the ability to build a home. The lot owners must have the right to make
~an independent, uncoerced, decision regarding their choice to build or donate a conservation
.easement. The Nature Conservancy must have only one position regarding this, and not an
"official" position and "unofficial" position. If the latter exists, a good lawyer in a deposition
will bring it to light, and this structure then looks like a tax scheme and not a valid limited

development proposal. That will reflect badly on The Nature Conservancy whether or not it has .
violated the letter of the law.

Concluding Thought

Both this and my prior memorandum have dealt primarily with the legal standards
regarding the proposed structure of this transaction. But some comments transcend just the legal
issues and include consideration of how the transaction is perceived by others. That bears
directly on the credibility and integrity of The Nature Conservancy and is as important as the

542319.1
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initial legal question posed to us. This transaction can be properly handled and be a legitimate -
limited development transaction. But, if it is a transaction with a hidden agenda regarding the
sale parcels, that hidden agenda will become known and this transaction will be perceived as an
attempt to use Colorado income tax credits to fund a project of The Nature Conservancy.

/cal

542319.1
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MEMORANDUM
TO: Ry
CC: cOaniy
FROM:

ho. 23
DATE: Septeriber 27, 2002

RE: Availability of Colorado Conservation Easement Income Tax Credit In a
Southeast Colorado Limited Development Transaction

The purpose,of this memorandum is to provide our preliminary advice to The Nature
- Conservancy regarding the availability of the Colorado income tax credit for the donation of
conservation easements in a proposed transaction in southeast Colorado.

TRANSACTION SUMMARY

» My conceptual understanding of the transaction is that it involves up to approxnmately
190,000 acres in southeast Colorado. While the bulk of the property would be protected and no
development permitted, as a means of assisting in the financing for the purchase of the property,
approximately 36-40 parcels of 320 acres each would be sold to individual buyers. Each of those
_parcels would contain a two-acre building envelope on which could be constructed one single-
family house and accessory structures, and the parcels would be generally clustered along

_existing county roads, so that new roadways would not be required for accessing any of these
parcels.

The parcels would be sold 1mt1ally toa selected group of people with the hope that some
them would be sufficiently conservation-minded that they would donate a conservation easement

over their parcel which would eliminate the permitted house site. However, there would be no
contractual requirement for them to make such a donation.
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The issue we have been asked to review is whether a donor of a conservation easement in

these circumstances would be eligible for the Colorado income tax credit for the donation of a '
conservation easement.

' CONCLUSION

Our general conclusion is that a Colorado income tax credit should be available to a
donor of a conservation easement on one of the proposed parcels where that conservation
easement eliminates the ability to build a home. This conclusion is predicated on the assumption
that the donation (presumably back to The Nature Conservancy) is done freely, out of
disinterested generosity of the parcel owner, and not by requirement (either express or clearly
implied). This conclusion is subject to several cautions discussed below.

ANALYSIS
Comparison to Limited Development Transactions.

Setting aside the issue of the subsequent donation of a conservation easement on each of
these parcels, this transaction could be fairly characterized as a limited development
conservation transaction. It has all of the elements of that kind of transaction: a large parcel of
property; protection of substantially all of the property except for a limited area of development;
clustering of the development that is permitted; and use of the development values to help
ﬁnance a purchase of the property, thc bulk of which is protected.

A general cause of concem in the conservation community regarding conservation
easement transactions and the Colorado income tax credit has been the proposed division of an
entire property into multiple parcels in order to generate multiple tax credits. That type of
proposal is inconsistent with the spirit of the Colorado conservation easement income tax credit
law, even if it is not-clear whether it violates the letter of the law. Such a transaction would

result in the complete division of the property into multiple parcels with each parcel intended to
_generate an income tax credit.

The difference between that kind of transaction and a limited development transaction is
that in the former the division of the property is solely motivated by the desire to obtain multiple
tax credits. In the limited development scenario, multiple ownerships are created to create value
to purchase a larger parcel, all of which is protected except for the small area within which the
development can occur. We believe that a subsequent conservation easement on a development
parcel within a limited development project can be consistent with the letter and the spirit of the

Colorado law regarding conservation easement income tax credits, subject to the 1mportant
cautions noted below.
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Orchestration of Donations.

The manner in which the possibility of a subsequent donation of a conservation is
. communicated and encouraged for the perspective parcel purchasers is very important. How this
is "pitched” to those purchasers can bear on the issue of the validity of the tax credit. If The
Nature Conservancy finds 40 potential donors for this project, each of whom is willing to donate
$100,000 in cash, as an example, and then each was convinced instead to buy the parcel and
- make the conservation easement donation (where their effective donation would be the same, but
" their larger initial expense would be offset by a Colorado income tax credit), it would seem like

an orchestrated deal to generate tax credits as opposed to the limited development transactlon'
described above.

While it may sound strange, it will probably actually solidify the ability of these parcel
purchasers to generate the Colorado income tax: credit if several parcel purchasers decline to
make the donation and actually construct a unit in the location permitted. That kind of action
would be the clearest evidence available that a parcel purchaser was making an independent
donation decision and rebut any claim that the donations were orchcstrated.

. With regard to the possxblhty of "orchestrating”" donations, I believe that it would be
prudent to. think about this in terms of letting parcel owners know that The Nature Conservancy
would be delighted if they donated a conservation easement to prohibit development on the
parcel they purchased, while letting them know that it is their decision whether to make such a
donation, and there would be no official or no unofficial consequence for not doing so.

Independent Transactions.

An additional matter to consider is that you will want to have each of these donations
done independent of any other conservation easement donation, i.e., have each be free-standing.
That would reinforce the notion that each of these conservation easement decisions is an
independent donation decision of each parcel purchaser.

When making the donation of a conservation easement for a Colorado income tax credit,
" as a result of H.B. 02-1098, it is necessary for the conservation easement to comply with the
Internal Revenue Code and the Treasury-Regulations. That requires that each conservation
easement also stand on its own from the standpoint of the analysis of the conservation purposes
“of each. Those conservation values will need to be specifically identified in each easement.

- "Valuation Issue.

Related to that is the question of valuation in terms of what is the value that a donor
would be giving away by eliminating the ability to build a single-family and accessory structures
within a 2-acre building envelope. Assuming that the restriction to a 2-acre building envelope at
the time of sale will be by deed restriction, an appraiser will be aware that each individual parcel
is already subject to such a restriction. From an appraisal standpoint, it may not be viewed that
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any value of consequence is being donated by the conservation restrictions on the portion of the

320 acres not within the building envelope, and that the only real value being donated is the right
to build within the building envelope. ‘ ‘

It may be prudent to engage an appfaiser early in the transaction to discuss conceptually
how they would view a conservation easement over a property that is already deed restricted in a

manner generally consistent with the conservation easement except for the elimination of the
building envelope. : : '

Reassemblage. .

In our initial discussion, some thought was given to ‘whether The Nature Conservancy
could retain a right of first refusal or other right of repurchase as a means of retaining additional
control over the parcels after their initial sale. After further reflection, I do not believe that
would be prudent. A right of repurchase (and thus the power to reassemble the property) will
make this look as though the parcels were solely being transferred for the creation of the income
tax credit. 1 do not believe that is consistent with the spirit of the law and it could be a
transaction that is "collapsed," i.e., looking past the form of a transaction to its substance, and
perceived as a "loan" of property solely to generate tax credits. ' ‘

" General Comments.

‘ Having advised you above that our conclusion is that this transaction can be successful in
generating Colorado income tax credits for the donation of conservation easements, these
additional cautions also should make clear that how you go about it could affect that validity. As
a general matter, T would look at this transaction as a limited development project that will be
successful in protecting 190,000 acres, even if each of the 3640 parcels gets developed with a

" homesite. That is an extraordinarily small amount of limited development given the size of the

_property and could stand alone as a successful conservation project. With that premise, each
time that a parcel purchaser makes a donation of their development right, it would be perceived
as a bonus that increases the conservation value of the project, but it is not essential for its -
‘success. This attitude would correlate well with my feeling that this transaction, both in reality
and perception, must be one where the individual parcel purchasers did have the discretion to
make or not make the donation of a conservation easement. -

In reviewing this issue, we have not analyzed the question of whether the sale of these
parcels creates unrelated taxable income for The Nature Conservancy: For obvious reasons, that
issue should be resolved as well.
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. Summary.
A summary of some of the important cautions is as follows:

« Keep the donation decision an independent decision of the parcel owner.

« Do not create or plan for a "reassembly” right.

‘o Provide "information" but not "pressure" regarding the conservation easement
donation decision and its income tax credit for the parcel owner.,

. Prospectlve parcel owners should be approached as "buyers” and not as "donors

. Do not "orchestrate" the donation decision in any way, i.e., do not have an "official"
position on the structure of the transaction and an "unofﬁcml off-the-record" version.

e The transactlons need to be about sellmg land and not selhng tax credits.
. Be sure there are identifiable conservation values for each parcel to satlsfy Internal

Revenue Code requirements.

~ The difference between .a limited development project with independent donation
decisions and an orchestrated tax credit deal could get fuzzy if these cautions are ignored. If the
cautions are observed, the income tax credits should be available to a parcel owner who
subsequently donates a conservation easement. ' '
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Senate Finance Committee Letter

" " Question 5

Please provide information regarding whether TNC ever entered into any property
" acquisitions or dispositions for which Colorado conservation tax credits were
claimed by a party to the transaction. Specifically, did TNC execute or participant
in transactions in accordance with the opinions of May 23, 2002 and September 27,
2002 from Isaacson, Rosenbaum, Woods & Levy on the Colorado conservation tax.
credit. If so, please provide all the information for each transaction as was requested
-above in question 1 for the conservation buyer program.

_ The Conservancy did not execute or participate in the speeiﬁctransaction
referenced in the letters from Isaacson, Rosenbaum, Woods & Levy described in the
question above. The project that was contemplated never materialized because the
Conservancy made an affirmative decision not to proceed with the acquisition of the
property both for reasons identified in the letters and because of a difference of opinion
~ with the seller about the market value of the property. The Conservancy sought the
outside legal advice and expertise on the i issues discussed in the letter in order to help the
- Conservancy fully assess the pros and cons that would be faced in the event that it
decided to proceed with such a project strategy. Having been presented with the analysis
of various considerations in the project, the Conservancy chose not to proceed further.
(Please note that approximately one year after the Conservancy withdrew from the
project, the State of Colorado, acting through its State Lands Board, acquired the subject

property.)

To the best of the Conservancy’s knowledge, there are no other Conservancy
transactions in Colorado where the Conservancy acquired property in bulk and then
resold all or portions of the property with a plan to have buyers maximize state tax
benefits. There are however, numerous Colorado projects where the Conservancy has

- been the donee of conservation easements or lands that advance recognized conservation

~ priorities. In some of those cases, donations are made over a number of years based on

the landowner’s own personal situation and considerations, to which the Conservancy is

not privy. In each year of a multi-year donation, however, the Conservancy evaluates the

. merit of that year's donation so that each easement has ecological value on its own that is
not dependent on completion of future donations. In most cases, the landowners who
make such conservation gifts are motivated to do so, in part, because of the tax benefits

_that accrue in connection with such donations. In Colorado, as is the case elsewhere, the
Conservancy follows its internal procedures with respect to not providing tax advice to
landowners with respect to the actual tax treatment for or results from a particular
conservation transaction.
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